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INTRODUCTION

Over the past few years, the tax rules;‘%overning the form in
which business income is taxed have been affected by developments
other than Federal tax legislation. Both State law developments,
particularly the burgeoning of limited liability company statutes,
and changes in Treasury regulations and rulings have had a sig-
nificant impact.

In particular, the “check-the-box” regulations, issued in final
form by the Treasury Department on December 17, 1996, simplify
and liberalize the current entity classification rules, and enhance
the ability of a business entity to choose to be treated as a partner-
ship for tax purposes. This trend places increased pressure on the
rules governing the taxation of partnership income, making it more
important to identify and, if possible, correct provisions in the part-
nership tax rules that give anomalous results, create problems in
application, or are anachronistic. , _ :

During the latter part of 1996, the Joint Committee on Taxation
staff undertook a review of the recent developments in the tax
rules governing entity classification and taxation of the income of
partnerships.! This review was undertaken pursuant to the Joint
Committee’s statutorily imposed duties to investigate the operation
and effects of the Federal tax system, to investigate the adminis-
tration of the Federal tax system by the Internal Revenue Service
and other Federal agencies, and to make such other investigations
of the Federal tax system as are necessary.2 As part of this ongoing
review, this pamphlet 3. sets forth issues relating to the tax treat-
ment of partnerships and the classification of entities as corpora-
tions or partnerships.4 Specifically, Part I of the pamphlet is an ex-
ecutive summary. Part II contains a discussion and analysis of the
issues relating to entity classification, and Part III describes pos-
sible proposals relating to the tax treatment of partnerships.

1 Joint Committee on Taxation Chief of Staff Kenneth J. Kies announced this review in a
press release (November 25, 1996). ) : IREERE L ¥3
2 Internal Revenue Code section 8022. F
3 This pamphlet may be cited as follows: Joint Committee on Taxation, Review of Selected
Entity Classification and Partnership Tax Issues (JCS-6-97), April 8, 1997. .
4 The Joint Committee staff review also covered issues relating to corporate spinoffs. Those

¢y

issues will be addressed separately.




I. EXECUTIVE SUMMARY

In general

Under present law, a corporation generally is treated as an en-
tity separate from its shareholders for Federal tax purposes. The
corporation is taxed separately on its income, and shareholders are
taxed separately on distributions by the corporation. Corporate in-
come is thus subject to a two-tier Federal income tax regime. Part-
nerships, by contrast, are not treated as separate taxpayers for
Federal income tax purposes. The income of the partnership is
taxed to the partners and items of income, gain, loss, deduction and
credit generally are allocated to the partners in accordance with
the partnership agreement. Partnership income is thus subject to
one level of Federal income tax at the partner level.

Historically, owners of business enterprises have chosen to incor-
porate a business for various non-tax reasons. A primary reason for
incorporating in many cases has been the fact that corporate form
shields the shareholders of the corporation from liabilities of the
business. Passthrough treatment is often preferred for Federal in-
come tax purposes, however, to avoid the two levels of tax generally
applicable to~ distributed corporate income. In recent years, the
growth of limited liability companies (“LLCs”), which can provide
owners with protection from liability and at the same time can be
treated as partnerships for Federal tax purposes, has reduced the
importance of some non-tax reasons that business owners may
choose to operate in corporate form. '

The Treasury check-the-box regulations finalized in late 1996
simplify and liberalize the entity classification rules, thereby en-
hancing the ability of the owners of a business entity to choose to
be treated as a partnership for tax purposes. As a result of the is-
suance of the proposed check-the-box regulations, the staff of the
Joint Committee on Taxation undertook a review of the recent de-
velopments in the tax rules governing entity classification and the
taxation of the income of partnerships. The Joint Committee staff
met with and talked to partnership tax experts as part of the re-
view. Part IT of this pamphlet discusses issues presented by recent
trl'le.nds in the classification of entities as corporations or partner-
ships.

Entity classification

Prior entity classification regulations applied a four-factor test
for determining whether an entity was classified as a corporation
or a partnership for Federal tax purposes. The new check-the-box
entity classification regulations achieve across the board what the
Internal Revenue Service (the “Service”) had been moving toward
in a series of revenue rulings holding that LLCs established under
various States’ laws can be classified as partnerships for Federal
income tax purposes. In general, under the check-the-box regula-

(2)
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tions, pass-through entity status is elective for most domestic unin-
corporated entities other than those whose interests are publicly
traded. Single-member entities may be disregarded, so that sole
proprietors pay no entity-level tax and colrfporate sole owners can
use the tax attributes of the entity as if it were a division or
branch, while remaining insulated from the entity’s liabilities.
Thus, these entity classification rules tend to make it easier for
business activities to fall within the “one-level-of-tax” partnership
regime rather than the two-tier regime applicable to corporations.

These changes raise a number of issues. An initial issue involves
the legal authority for the regulations under the statutory lan%'ua%e
defining partnerships and corporations, which does not explicitly
describe an elective regime. A closely related issue is whether it
would be appropriate or necessary for the Congress to legislate spe-
cifically to authorize the check-the-box regulations. Other issues re-
late to whether, on the one hand, the check-the-box regulations
have the effect of simplifying but not significantly expanding the
availability of pass-through tax treatment under present law, or
whether, on the other hand, they have the effect of making signifi-
cant changes to the business tax base, giving taxpayers many more
choices of when or whether to be subject to tax. Another set of is-
sues involves the continued utility of other statutory pass-through
regimes, such as subchapter S of the Code (governing S corpora-
tions), in light of the ability of taxpayers to elect partnership status
or (in the case of single-member entities) to disregard an entity al-
together.

Partnerships

Business transactions and tax planning in the partnership area
have become more sophisticated since the bulk of the present-law
partnership rules were enacted in 1954. Some provisions may be
out of date, may give anomalous results, or may have unforeseen
problems in application. The tax rules applicabf; to partners and
gartnerships merit scrutiny in light of the possibility that they will

e more widely used, given the simple electivity of partnership sta-
tus under the check-the-box regulations. Possible changes to the
Federal income tax treatment of partnerships that could be consid-
ered are described in Part III of this pamphlet. These issues gen-
erally have been discussed in the tax literature, in articles, bar
group submissions, and other publications. These possible propos-
als include the following:

(1) Provide legislative authorization of the check-the-box reg-
ulations or codify elective entity classification;

(2) Modify basis rules to minimize basis shifting among as-
sets (and basis creation or disappearance) in the event of a dis-
tribution of partnership assets;

(8) Require basis adjustments to assets when a partnership
distributes certain stock to a corporate partner;

(4) Limit partnership terminations;

(5) Modify the rules taxing pre-contribution gain (including
repeal of the 5-year time limit);

(6) Eliminate the substantial appreciation requirement for
itpventory of a partnership in certain transfers and distribu-

ions;
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(7) Require closing of the partnership taxable year with re-
spect to a deceased partner to avoid the bunching of income or
deductions upon a partner’s death;

(8) Limit partnership allocations made after the end of a tax-
a}l:ile year to allocations of service income of a service partner-
ship;

(9) Modify the treatment of guaranteed payments made by a
partnership;

(10) Modify the employment and self-employment tax and in-

‘come tax withholding treatment of partners of a partnership;

(11) Require partial recognition of gain on the transfer of

marketable securities to a partnership or corporation; A
q %12) Deny installment sale treatment for all readily tradable
ebt; :

(13) Realize cancellation of indebtedness income on satisfac-

tion of debt with partnership interest; and ,
(14) Apply earnings-stripping rules to partnerships and S
corporations. ' ‘ - o



I ENTITY CLASSIFICATION
A. Prior and Present Law =~ =

1. Tax treatment of corporétions, partnerships, and publicly
.traded partnerships , SR

Corporations

For Federal income tax purposes, a corporation generally is
treated as a separate entity apart from its shareholders. Corpora-
tions and shareholders generally are each separately subject to tax
on distributed corporate income. The shareholders do not calculate
their tax liability by reference to the corporation’s income; instead,
the corperation pays tax on its income. In addition, the sharehold-
ers generally include in their income amounts that the corporation
distributes to them. The rules governing the relationship of a tax-
able corporation and its shareholders generally are found in sub-
chapter C of the Internal Revenue Code of 1986 (“Code”), and cor-
porations subject to tax as such are known as “C corporations.”

Partnerships

A partnership, on the other hand, generally is not treated as a
taxable entity (except for certain publicly traded partnerships), but
rather, is treated as a pass-through entity. Income earned by a
partnership, whether distributed or not, is taxed to the partners,
and distributions from the partnership generally are tax-free. The
items of income, gain, loss, deduction or credit of a partnership
generally are taken into account by a partner as allocated under
the terms of the partnership agreement (or in accordance with the
partners’ interests in the partnership if the agreement does not
provide for an allocation), so long as the allocation has substantial
economic effect. The rules governing the treatment of a partnership
and its partners generally are found in subchapter K of the Code.
Publicly traded partnerships -

A publicly traded partnership generally is treated as a corpora-
tion for Federal tax purposes (sec. 7704). An exception to the rule
treating the partnership as a corporation applies if 90 percent of
the partnership’s gross income consists of “passive-type income,”
which includes (1) interest (other than interest derived in a finan-
cial or insurance business, or certain amounts determined on the
basis of income or profits), (2) dividends, (3) real property rents (as
defined for purposes of the provision), (4) gain from the sale or
other disposition of real property, (5) income and gains relating to
minerals and natural resources (as defined for purposes of the pro-
vision), and (6) gain from the sale or disposition of a capital asset
(or certain trade or business property) held for the production of in-
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come of the foregoing types (subject to an exception for certain com-
modities income). 5

The exception for publicly traded partnerships with “passive-type
income” does not apply to any partnership that would be described
in section 851(a) of the Code (relating to regulated investment com-
panies, or “RICs”), if that partnership were a domestic corporation.
Thus, a publicly traded partnership that is registered under the In-
vestment Company Act of 1940 generally is treated as a corpora-
tion under the provision. Nevertheless, if a principal activity of the
partnership consists of buying and selling of commodities (other
than inventory or property held primarily for sale to customers) or
futures, forwards and options with respect to commodities, and 90
percent of the partnership’s income is such income, then the part-
nership is not treated as a corporation.®

A publicly traded partnership is a partnership whose interests
are (1) traded on an established securities market, or (2) readily
gladabil)e on a secondary market (or the substantial equivalent

ereof).

Treasury regulations provide detailed guidance as to when an in-
terest is treated as readily tradable on a secondary market or the
substantial equivalent. Generally, an interest is so treated “if, tak-
ing into account all of the facts and circumstances, the partners are
readily able to buy, sell, or exchange their partnership interests in
a manner that is comparable, economically, to trading on an estab-
lished securities market” (Treas. Reg. sec. 1.7704-1(c)(1)).7

5 When the publicly traded partnership rules were enacted in 1987, a 10-year grandfather
rule provided that the provisions apply to certain existing partnerships only for taxable years
begixigiznlgl (a?:et December 31, 1997. Omnibus Budget Reconciliation Act of 1987 (P.L. 100-203),
sec. c).

6 Also, present law treats a taxable mortgage pool as a separate corporation for Federal tax
purposes (sec. 7701). For this purpose, a taxable mortgaie pool is any entity (other than a real
estate mortgage investment conduit, or “REMIC”), which generally is treated as a conduit for
Federal tax purposes) that meets a definition based in part on the portion of its assets consistin
of debt that constitutes real estate mortgages. Generally, an entity that is a mortgage pool an
does not qualify as a REMIC is treated as a corporation. See Report of the House Committee
on the Budget to accompany H.R. 3435, H. Rept. 100-391, 100th Cong., 1st Sess. 1068 (1987),
stating, “it is not intended that the provisions of present law applicable to real estate mortgage
investment conduits be made non-exclusive by this provision once the rules of present law relat-
11%% s)”taxable mortgage pools become effective (for taxable years beginning r December 31,

7 The regulations further provide that interests are readily tradable on an established securi-
ties market if: (1) interests are regularly quoted by any person making a market in the inter-
ests; (2) any person regularly makes available to the public bid or offer quotes, and stands ready
to effect buy or sell transactions; (3) the holder has a readily available, regular, and ongoing
oll:tportunity to sell or exchange the interest through a public means of obtaining or providing
information of offers to buy, sell, or exchange interests; or (4) prospective buyers and sellers oth-
erwise have the opportunity to buy, sell, or exchange interests in a time frame and with the
regularity and continuity that is comparable to that described by the foregoing (Treas. Rei.nsec.
1.7704-1(c)(2)). The regulations also provide rules for when an interest is not so treated. in-
terest is not treated as traded on an established securities market and not readily tradable on
a secondary market or the substantial equivalent thereof without (1) the participation of the
partnership in the establishment of the market or inclusion of interests on the market, or (2)
recognition by the partnership of transfers made on the market. Transfers not involving trading,
such as transfers at death, between family members, block transfers, and other specified types
of transfers, are disregarded in determining whether interests in a partnership are readily
tradable on a swonmm or the substantial equivalent. Further, a transfer pursuant to
a redemption or repi agreement, or through a matching service, generally is disregarded
in determining whether partnership interests are readily tradable on a secondary market or the
substantial equivalent. Further, an interest is not so treated if there is a lack of actual trading,
which is defined to occur if the sum of the percentage interests in partnership capital or profits
transferred during the taxable year of the partnership does not exceed 2 percent of the total
interests in partnership capital or profits. For this purpose, transfers described in the foregoing
exceptions are not taken into account.
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Choosing pass-through tax treatment

Owners of business enterprises may wish to incorporate for non-
tax reasons (easier access to capital markets, or to meet regulatory
requirements), but mgﬁ prefer not to have corporate tax treatment.
Limited liability for all the owners of the business generally has
been provided by operating in corporate form; but now, because
limited liability companies generally may be treated as partner-
ships for Federal tax p ses, and LLCs generally provide limited
liability for LLC owners, limited liability is not as compelling a ra-
tionale for choosing corporate tax status. With the passage of time,
the increased acceptance of LLCs and the resolution of questions
of interstate comity may further reduce the importance of some
non-tax reasons that taxpayers may have chosen corporate form.8

Pass-through tax treatment often is preferred over corporate tax
treatment because owners may not wish business ea‘min%s to be
subject to two levels of tax (once when earned and again when dis-
tributed). Other reasons for preferring pass-through tax treatment
to corporate tax treatment are that: (1) the average or marginal tax
rates for individual shareholders may be lower than that of the cor-
poration; ® (2) owners may wish to use losses gnerated by the busi-
ness to offset income from other sources; (3) the corporate tax base
may include items not applicable to individuals (e.g., items in-
cluded under the corporate alternative minimum tax); and (4) fa-
vorable tax accounting methods available to individuals may not be
avail}lal(’il)e to corporations (e.g., the cash receipts and disbursements

2. Prior ehtity classification regulations
Classification as a co ation or paritnership

Prior to the check-the-box regulations, the Treasury régulations
governing the classification of entities as partnerships or, alter-
natively, associations taxable as corporations for Federal income
tax purposes were adopted in 1960. These regulations were known
as the “Kintner” regulations because they were a response to the
decision in U.S. v. Kintner, 216 F.2d 418 (9th Cir. 1954). The clas-
sification issue arose in that case because of favorable pension plan
rules applicable, at that time, to corporate employees but not to
partners. The Kintner regulations generally made it more likely
than did the previous entity classification rules that a business en-
tity would be classified as a partnership rather than a corporation.

The Kintner regulations provided that whether a business entity
was taxed as a corporation depended on which form of enterprise
the entity “more nearly” resembled (former Treas. Reg. sec.
301.7701-2(a)). The regulations listed six corporate characteristics,
two of which are common to corporations and partnerships: the
presence of associates and-an objective to carry on business and di-

8 The classification of LL.Cs as partnerships is described in more detail in Part II. A, 2.,
below. The increased use of LLCs may be reflected in the future by a decline in the use of S
corporations (passthrough corporations), and some have questioned the continuing need for S
corporation status for new businesses, discugsed below in Part II. B, 2. - :

9 The top marginal rate applicable to individuals under present law (39.6 percent) is higher
than the top marginal rate applicable to corporations (35 percent). However, the graduation of
the corporate and individual rate schedules and the division of entity income among owners may
have the effect that the average and marfmal tax rates for the individual owners under present
law may be lower than the rates applicable to the entity as a corporation. ) o
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vide the gains therefrom. Whether an unincorporated organization
was classified as a partnership or a corporation depended on
whether the entity had more than two of the remaining four cor-
porate characteristics.

The four corporate characteristics identified in the Kintner regu-
lations were (1) continuity of life, (2) centralization of management,
(3) liability for entity debts limited to entity property, and (4) free
transferability of interests (former Treas. Reg. sec. 301.7701-2). The
effect of the regulations generally was to classify an unincorporated
entity as a partnership if it lacked any two or more of the four cor-
porate characteristics, without further inquiry as to how strong or
weak a particular characteristic was or how the evaluation of the
factors might affect overall resemblance to a partnership or a cor-
poration (former Treas. Reg. secs. 301.7701-2 and -3; Larson v.
Commissioner, 66 T.C. 159 (1976), acq. 1979-1 C.B. 1).10

An organization was treated as having continuity of life if the
death, insanity, bankruptcy, retirement, resignation or expulsion of
any member did not cause a dissolution of the organization. In the
case of a limited partnership, if the death, insanity, bankruptcy, re-
tirement, resignation, expulsion, or other event of withdrawal of a
general partner caused a dissolution unless the remaining general
partners, or at least a majority in interest of all the remaining
partners, agreed to continue the partnership, continuity of life did
not exist. The regulations provided that a general or limited part-
nership subject to a statute corresponding to the Uniform Partner-
ship Act or the Uniform Limited Partnership Act lacked continuity
of life. Under these rules, continuity of life generally did not exist
egfn if the remaining partners had agreed to continue the partner-
ship.

An organization generally had centralized management under
the regulations if any person (or any group of persons which did
not include all the members) had continuing exclusive authority to
make the management decisions necessary to the conduct of the
business for which the organization was formed. A general partner-
ship subject to a statute correspondin% to the Uniform Partnership
Act could not achieve centralization of management because of the
mutual agency relationship between the partners. A limited part-
nership subject to a statute corresponding to the Uniform Limited
Partnership Act generally did not have centralized management
unless substantially all the interests in the partnership were
owned by the limited partners. However, if all or a specified group
of the limited partners could remove a general partner (even with
a substantially restricted right of removal), the test for whether
there was-centralized management was to be based on all the facts
and circumstances. ‘

An organization was treated under the regulations as having lim-
ited liability if, under local law, there was no member who was per-

10 In 1976, the Tax Court suggested that the ations might not effectively identify those
entities that had an overall corporate resemblance; however, the court concluded it was required
to follow the regulations and held that the particular entity at issue was classified as a partner-
ship. Larson v. Commissioner, 66 T.C. 159 (1976), acq. 1979-1 C.B. 1. A proposed revision of
the regulations was issued in January, 1977 (42 Fed. Reg. 1038, January 5, 1977), but was with-
drawn almost immediately (42 Fed. Reg. 1489, January 7, 1977). The revised and withdrawn
regulations would have made it less likely that an entity would be classified as a partnership
than under the Kintner regulations.
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sonally liable for the debts of, or claims against, the organization.
In the case of an organization subject to a statute corresponding to
the Uniform Partnership Act or tixe Uniform Limited Partnership
Act, personal liability generally existed with respect to each gen-
eral partner. In the case of a limited partnership, however, per-
sonal liability did not exist with respect to a general partner when
he had no substantial assets (other than his interest in the part-
nership) which could be reached by a creditor of the organization
and when he was merely a “dummy” acting as the agent of the lim-
ited partners. ' ' - B
The Service’s ruling position was that a corporate general part-
ner in a limited partnership did not have a substantial assets un-
less its net worth (excluding the partnership interest) was greater
than or equal to 10 percent of the total contributions to the part-
nership (Rev. Proc. 92-88, 1992-2 C.B. 496). For partnerships with
more than one general partner, this test could be met on a collec-
tive basis. If this test was met, the corporate partner was consid-
ered to have substantial assets, and the entity was considered not
to have limited liability, for advance ruling purposes. Some tax-
payers successfully contended that a limited partnership lacked
limited liability under the regulations if the corporate general part-
ner was not a “dummy” acting as the agent of the limited partners
(see Larson, supra). R :
An organization was treated as having free transferability of in-
terests, under the regulations, if members owning substantially all
the interests had the power, without the consent of other members,
to substitute another person as a member and to confer upon the
substitute all the attributes of the transferred interest. Although
the regulations indicated, in examples, that free transferability did
not exist where unanimous consent of the general partners was re-
quired for the assignee of a limited partner’s interest to become a
substitute limited partner, the court in Larson found free transfer-
ability where the consent of the general partner to substitute lim-
ited partners could not be unreasonably withheld. : o
If an unincorporated organization had no more than two of these
four corporate characteristics (in addition to the two factors that
corporations and partnershia)s_ have in common), then, under the
regulations, it was classified as a partnership rather than a cor-
poration for Federal income tax purposes. All foreign entities,
whether or not ‘conéidezed‘co?ﬁféﬁons under local law, were treat-
ed as rion-corporate entities for this purpose, with the result that
they were classified_as corporations only if they possessed more
tih(a}nBth% ;;))f the four corporate characteristics (Rev. Rul. 88-8, 1988-

Classification as corporation or trust R

The prior regulations also provided that, in general, the term
“trust” refers to an arrangement created either by a will or by an
inter vivos declaration whereby trustees take title to property for

the purpose of protecting or conserving it for the beneficiaries
under the ordinary rulés applied in chancery or probate courts
(former Treas. Reg. sec. 301.7701-4(a)). The regulations further pro-
vided that, in general, an arrangement was treated as:a trust for
tax purposes if it could be shown that the purpose of the arrange-
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ment was to vest in trustees responsibility for the protection and
- conservation of property for beneficiaries who could not share in
the discharge of this responsibility and, therefore, were not associ-
ates in a joint enterprise for the conduct of business for profit. The
income of a trust generally is subject to one level of tax. The in-
come generally is subject to tax either at the beneficiary level (sim-
ple trusts), or at the trust level with a corresponding deduction for
distributions to beneficiaries (complex trusts).

Because the four characteristics discussed above that distin-
guished partnerships from corporations under the regulations gen-
erally are common to trusts and corporations, the regulations used
the other factors--namely the presence of associates and an objec-
tive to carry on business and divide the gains therefrom--in distin-
guishing a corporation from a trust (see Former Treas. Reg. sec.
. 301.7701-2(a)(2)). Thus, an entity was not treated as a trust for tax
purposes if it was used for carrying on a profit-making business
that ordinarily would be carried on through a business organization
such as a corporation or partnership. This type of organization is
known as a business or commercial trust (e.g., a Massachusetts
business trust) (Treas. Reg. sec. 301.7701-4(b)).

The prior regulations also provided rules for the classification of
investment trusts (sometimes also called “management trusts”). An
investment trust with a single class of ownership interests was
treated as a trust, rather than an association taxable as a corpora-
tion, where there was no power under the trust agreement to vary
the investment of the certificate holders (as in the case of so-called
“fixed investment trusts” or “unit investment trusts”).

Treasury regulations issued in March, 1985 (the so-called “Sears”
regulations) provided rules for the classification of trusts with more
than one class of ownership interest as trusts, or alternatively, as
associations taxable as corporations. Treas. Reg. sec. 301.7701-4(c).
Under the regulations, a trust having more than one class of own-
ership interest generally was classified as a corporation or partner-
ship rather than a trust. Thus, if a trust held a portfolio of mort-
gages, and one class of interest in the trust was to receive all prin-
cipal collected by the trust and a specified rate of interest thereon,
until the trust had collected a specified amount of principal on the
mortgages, and another class of beneficiaries was to_receive all re-
maining amounts collected by the trust, then such trust was treat-
ed as a corporation or partnership under the regulations. The regu-
lations provided a limited exception for certain trusts with multiple
classes of ownership interests, where the existence of multiple
classes of interests was incidental to the purpose of facilitating di-
rect investment in the assets of the trust.

3. Tax treatment of limited liability companies

- In recent years a form of entity has emerged, the limited liability
company (referred to as an LLC), that generally provides corporate
treatment for State law purposes and partnership treatment for
Federal tax purposes. LLCs are entities organized under State law.
Although LLC statutes differ from State to State, common charac-
teristics among most States include limited liability of owners,
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management vested in owners or managers, lack of free transfer-
ability of interests, and often a lack of continuity of life.11 ;
In 1988, the Service ruled that an LLC organized under the Wyo-
ming LLC statute 12 could be treated as a partnership for Federal
tax purposes, applying the four-factor test of the prior entity classi-
fication regulations then in effect.’® All 50 States have enacted
LLC statutes.1* Over the years following the 1988 revenue ruling,
the Service issued a series of revenue rulings on a State by State
basis, eventually addressing the issue for many of the States, con-
cluding that LLCs organized under each such State’s laws could be
classified as a_partnership for Federal tax purposes. No further
such rulings have been issued since December 17, 1996, when the
final check-the-box regulations were issued, because as described
below, those regulations generally make classification of an entity
as a partnership for Federal tax purposes elective. e e

4. Final check-the-box regulations :
On April 3, 1995, the Service announced in Notice 95-14, 1995-
1 C.B. 297, that it was considering repealing the Kintner regula-
tions and replacing them with new regulations that would allow
taxpayers to treat domestic unincorporated business entities as -
partnerships or, alternatively, associations taxable as corporations
on an elective basis. The Service also stated that it was considering
the possible extension of such treatment to foreign business organi-
zations. Proposed regulations implementing these changes were is-
sued by the Treasury Department on May 13, 1996, and were
adopted without fundamental changes as final regulations on De-
cember 17, 1996. The final regulations generally are effective Janu-
ary 1, 1997. Because of the elective classification regime they
adopt, the regulations are referred to as the “check-the-box” regula-
tions. o B T SR O SR I O A I 7 A R e Sk
The major change made by the check-the-box regulations is to
allow tax classification as either a partnership or-a corporation to
be explicitly elective, subject to minimal restrictions (compared to
the prior entity classification regulations 15), for any domestic non-
publicly traded unincorporated entity with two or more members.
In addition, the check-the-box regulations explicitly provide that a
single-member unincorporated entity may be disregarded (treated
as not separate from its owners). A disregarded entity is treated in
the same manner as a sole proprietorship, in the case of an entity

11 These elements were important under the prior entity classification regulations, but gen-
‘erally are not relevant under the check-the-box regulations. See Claridy, “The Limited Liability
Company: An S corporation Alternative or Replacement?,” 4 Journal of S Corporation Taxation
202 at 203 (1993). States may revise their statutes to eliminate provisions designed to per-
mit LLCs to be treated as partnerships for Federal tax purgoses under the prior entity classi-
fication re&;zlations, now that the check-the-box regulations have made partnership status elec-
tive. See W. Bagley, “The IRS Steps Back: Entity-Classification Rules Are Relaxed,” Business
Law Today, 41, Jan.-Feb. 1997. o o )

12 Wyo. Stat., secs. 17-15-101 through 17-15-136 (1977). :

13 Rev. Rul. 88-76, 1988-1 C.B. 260. ) o

14 See B. Ely and J. Beach, “The LLC Scoreboard,” Tax Notes, March 10, 1997, p. 1329; L.
Ribstein, “The Emergence of the Limited Liability Company,” 51 Business Lawyer 1 (Nov. 1995);
M. Burak, “Vermonters Win with Limited Liabihity Companies,” 24 Vermont Business Magazine
10 (June 1996); Hawaii’s limited liability company statute is effective April 1, 1997 (Hawaii Rev.
Stat., Title 23, ch. 428). N .

15 For domestic LLCs organized in States on whose LLC statutes the Service issued revenue
rulings, classification as a partnership was generally attainable if the taxpayer so desired, even
prior to the check-the-box regulations. '
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owned by individuals, and in the same manner as a branch or divi-
sion, in the case of an entity owned by a corporation. The check-
the-box regulations also differ from the previous regulations in
treating certain entities as per se corporations for tax purposes.

The final check-the-box regulations retain the rules of the pre-
vious regulations for distinguishing “business entities” from trusts.
Under the final check-the-box regulations, certain business entities
will be classified automatically as corporations.1®¢ These generally
are domestic entities formed under a State corporation statute that
describes the entity as a corporation, joint-stock company or in
similar terms. They also include insurance companies, organiza-
tions that conduct certain banking activities, organizations wholly
owned by a State, and organizations that are taxable as corpora-
tions under other Code provisions, such as the provisions for pub-
licly traded partnerships (sec. 7704). '

Similarly, the check-the-box regulations classify as corporations
per se certain foreign business entities that are listed in the regula-
tions, including, for example, a U.K. Public Limited Company and
a French Societe Anonyme.l” In broad terms, the foreign entities
listed in the regulations are corporations that generally are not
closely held and the shares of which can be traded on a securities
exchange.

The check-the-box regulations provide a grandfather rule under
which certain foreign entities in existence on May 8, 1996, are not
per se classified as corporations. Among the reqmrements “for such
grandfather treatment are that (1) the entity’s classification was
relevant to any person for U.S. tax purposes on May 8, 1996, (2)
no such person treated the entity as a corporation for U. S. tax pur-
poses for the taxable year including May 8, 1996, (3) a reasonable
basis existed on May 8, 1996, for treating the entlty as other than
a corporation, and (4) neither the entity nor any member was noti-
fied on or before May 8, 1996, that the classification of the entity
was under examination by the Service. Foreign business entities
formed pursuant to a binding written contract in existence on May
8, 1996, may qualify for grandfather treatment if the above re-
qmrements are met as of the date of the entity’s formation. The
regulations also specify certain situations where a foreign business
entity loses its grandfathered status and, thus, is classified per se
as a corporation.

A domestic or foreign entity that is not per se classified as a cor-
poration under the above rules is a so-called “eligible” entity that
may elect how it will be classified under the regulations’ check-the
box regime. An eligible entity with two or more members may elect
to be classified as a corporation or a partnership. An eligible entity
with a single member may elect to be classified as a corporation
or to be “disregarded” (treated as not separate from its owner). If
the single owner of a business entity that elects to be disregarded
is a bank (as deﬁned in sec. 581), then the special rules applicable

16 Under the check the-box regulations, whether an arranfement is- an “entity” for purposes
* of the check-the-box regime is determined under Federal, not local, law.
17 An entity is treated as domestic if it is created or orgamzed under the law of the United
St%t:lshor of any State; an entity is treated as a foreign entity if it is not domestic under this
on.
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to banks continue to apply as if the wholly-owned entity were a
separate entity. '
or eligible entities that fail to make an election, the check-the-

box regulations include certain “default” rules, which provide the
classification that such entities could generally be expected to
choose if they filed an election. For all entities in existence prior
to January 1, 1997, the default classification is the classification
claimed by the entity under the Kintner regulations. There is an
exception from this rule for single-member entities that claimed to
be a partnership under the Kintner _regulations; for such an entity,
the default classification is to disregard it (i.e., treat it as not sepa-
rate from its owner). A foreign entity is treated as in existence
prior to January 1, 1997, only if the entity’s classification was rel-
evant to any person for U.S. tax purposes during the 60 months
prior to that date. S L

For eligible entities not in existence prior to January 1, 1997, the
default rules are as follows. A domestic entity that has multiple
members is classified as a partnership. In the case of a domestic
single-member entity, the default classification is to disregard the
entity as separate from its owner. In the case of foreign entities
with multiple members, the default classification is as a partner-
ship if at least one member does not have limited liability, and as
an corporation if all members have limited liability. Default treat-
ment for a single-member foreign entity is to treat it as a corpora-
tion if the single owner has limited liability, and to disregard it if
the owner does not have limited liability. L :

An eliii le entity may make one of the elections permitted under
the check-the-box regulations by filing Form 8832 with the appro-
priate Internal Revenue Service Center. Taxpayers may specify the
date as of which the election is to become effective, provided that
the effective date is not more than 75 days prior to the date on
which the election is filed nor more than 12 months thereafter. An
entity may file its initial election at any time, but the regulations
generally prohibit filing of more than one election to change an en-
tity’s classification during any 60-month period.’ N _

The preambles to both the proposed and the final check-the-box
regulations state that the Treasury Department and the Service
will continue to monitor carefully the uses of partners iﬁs in the
international context and will take appropriate action when part-
nerships are used to achieve results that are inconsistent with the
policies and rules of Code provisions and U.S. tax treaties. The pre-
amble to the final regulations also states that the Treasury Depart-
ment and the Service are actively considering issuing guidance on
the tax consequences of conversions by election from partnership to
corporate classification and corporate to partnership classification.

‘ B. Analysis o
1. Legal authority for the check-the-box regulations

In general

The check-the-box regulations are issued under definitional sec-
tions of the Code that relate to partnerships and corporations. The
statutory definition of a partnership provides that it “includes a
syndicate, group, pool, joint venture, or other unincorporated orga-

39-609 0 - 97 - 2
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nization, through or by means of which any business, financial op-
eration, or venture is carried on, and which is not, within the
meaning of this title [the Internal Revenue Code], a trust or estate
or a corporation” (sec. 7701(a)(2)). The statutory definition of a cor-
poration provides that it “includes associations, joint-stock compa-
nies, and insurance companies” (sec. 7701(a)3)).

.The authority of the Treasury Department to issue regulations
providing for an elective entity classification regime under this
statutory language has been questioned. Even some who welcome
the result under the regulations have expressed concern about the
authority of the Treasury to promulgate them.18

The statutory source of authority for issuing the regulations pro-
vides that the Secretary of the Treasury is authorized to “prescribe
all needful rules and regulations for the enforcement of this title
. [the Internal Revenue Code]” (sec. 7805). Regulations issued pursu-
ant to this authority are referred to as interpretive regulations.

In examining the legal authority issue, a threshold question is
the standard of review imposed by the courts in assessing the va-
lidity of regulations. Many commentators have analyzed the body
of case law relating to agency interpretations of statutory prowvi-
sions.1® The standard commonly referred to is that set forth by the
Supreme Court in the Chevron case,2? in which the Court applied
a two-step process for review: first, whether the plain meaning of
the statute determines the issue, and then, whether the agency’s
interpretation is a permissible construction of the statute. The sec-
ond step in this analysis is viewed as according considerable judi-
cial deference to agency interpretations. The Chevron case did not
involve tax regulations, and it has been suggested that the stand-
ard set forth in that case has not been applied consistently in judi-
cial review of tax regulations.?! The Court has, however, applied a
standard requiring interpretive tax regulations to be a reasonable
interpretation of the statute.22

Other factors are relevant to an analysis of the validity of the
check-the-box regulations as a way to determine whether an entity
is an association treated as a corporation. The Kintner regulations,
which preceded the check-the-box regulations, were in effect for
nearly 36 years. It could be argued that Congress tacitly approved
the four-factor test set forth in the Kintner regulations, or that
Congress implicitly reserved to itself the power to modify that test,
and that the Treasury Department’s authority to replace the
Kintner regulations was thereby restricted. The 1987 legislation

18 “The simplicity and flexibility of the check-a-box Regulations have evoked virtually univer-
sal approbation and support from private practitioners and taxpayers. .. . . Lost in the applause

is any serious examination of how a rule that permits substantively identical entities to elect
to be classified as either an association taxable as a corporation or a partnership can be promul-

gated under the interpretive authority granted to the Treasury by sec. 7805. . . . It is, of
course, inevitable that some owners of interests in entities subject to the check-a-box rules will
discover that a particular classification election has worked to their detriment. . . . [A] chal-

lenge to the validity of the regulations may ensue. While the combination of circumstances that
would prompt such a challenge is highly unusual, the probability of a challenge being successful
is high if the right circumstances are present.” W. McKee, W. Nelson and R. Whitmire, Federal
Taxation of Partnerships and Partners, 3-102 (3rd ed. 1997), para. 3.08. :

19 See, e.g., articles cited in J. Coverdale, “Court Review of Tax Regulations and Revenue Rul-
ingg in the Chevron Era,” 64 Geo. Wash. L. Rev. 35, note 3 (1995). -

Chevron, USA, Inc. v. Natural Resources Defense Council, 467 U.S. 837 (1984).

21 See Coverdale, supra, at 58 and at note 121. ) )

22 National Muffler Dealers Assn. v. U.S., 440 U.S. 472 (1979). See E. Aprill, “Muffled Chev-
ron: Judicial Review of Tax Regulations,” 3 Fla. Tax Rev. 54 (1996). - e
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treating publicly traded partnerships as corporations for Federal
tax purposes could be viewed as implicit support for those regula-
tions. On the other hand, it could be argued that no such Congres-
sional intent can be presumed without a specific indication of ap-
" proval of the Kintner regulations. It could also be argued that
“sharp breaks” with a long-standing regulatory interpretation may
be consistent with the agency’s administrative ability to respond to
changing circumstances.?3 :

It could be argued that the Treasury Department’s authority to
issue interpretive regulations does not include the ability to deter-
mine tax policy, but merely to interpret the policy set forth in the
statute; therefore, an interpretation as expansive as the creation of
an elective entity classification regime arguably exceeds the au-
thority of the tax administrator. In response, it could be asserted
that, in actual practice, the Kintner regulations had come to be so
readily manipulated by tax practitioners as to be effectively elec-
tive, so that the adoption of an affirmatively elective regime is a
change in form rather than in substance from the former regula-
tiOllS. : . L e b e AR

A related question involves whether any interpretation of what
constitutes an “association” taxable as a corporation is already gov-
erned by the Supreme Court’s decision in Morrissey v. Commis-
sioner, 296 U.S. 344 (1935). That case involved an organization es-
tablished as a trust under State law and reclassified by the Service
as an association taxable as a corporation. Beneficial interests in
the entity were evidenced by transferable share certificates, rep-
resenting both common and preferred interests, held by hundreds
of persons. The Supreme Court concluded that the organization
was properly taxed as a corporation, given the entity’s centralized
control and continuity of life, the limited liability of the sharehold-
ers, and the fact that the entity essentially was conducting a busi-
ness enterprise. The Court reasoned that the entity resembled a
corporation. The case is said to have set forth the corporate resem-
blance test referred to in the Kintner regulations that were in ef-
fect prior to the check-the-box regulations. ' ' o

Some might argue that the Morrissey decision requires the
Treasury Department to apply a corporate resemblance test in any
regulations for determining whether an entity is an association tax-
able as a corporation. On the other hand, it has been argued that
the check-the-box regulations in fact represent an implementation
of the corporate resemblance test,>* when viewed in conjunction
with the present-law rules generally treating publicly traded part-
nerships as corporations.25 The publicly traded partnership rules
could be viewed as reflecting a determination by Congress that
public trading is an effective index of whether an entity resembles

23 See Rust v. Sullivan, 500 U.S. 173 (1991). This case did not involve tax regulations, how-
ever, See C. Cooper, M. Carvin, and V. Colatriano, “The Legal Authority of the Department of
the Treasury to Promulgate a Regulation Providing for Indexation of Capital Gains,” 12 Va. Tax
Rev. 631, 642 (1993) (arguing that the term “cost” could be interpreted in regulations to permit
indexation, even tho it had not previously been so interpreted).

24 V. Fleischer, “If It Looks Like a Duck’: te Resemblance and Check-the-Box Elective
Tax Classification,” 96 Columbic L. Rev. 519 (1996).

25 See the description of the present-law rules treating publicly traded partnerships as cor-
porations, Part II. A., above. ) o



16

a corporation.26 Furthermore, others point to the standard of re-
view articulated in the Morrissey case as granting the Treasury De-
partment considerable leeway to devise a different test.2? It could
be added that the rise of LLCs, which generally provide owners
with limited liability, has arguably made almost meaningless the
attempt to determine corporate resemblance for non-publicly traded
uhincorporated entities, if limited liability is not the sole deter-
minant.

Congressional action to establish authority for the chéck-the-
box regulations?8

To resolve the issue of the Treasury Department’s authority to
promulgate the check-the-box regulations, it has been suggested
that Congress ought to establish by specific legislation that the reg-
ulations are authorized. The New York State Bar Association Tax
Section’s analysis of the authority issue, while concluding that
" there is adequate authority for an elective system even in the ab-
sence of specific legislation authorizing the check-the-box regula-
tions, recommended such legislation to avoid disputes as to author-
ity, “because situations undoubtedly will arise where taxpayers will
be tempted to take the position that the regulations are invalid.”2°

Concern has been expressed that any specific legislative re-enact-
ment of the regulations would be undesirable, for several reasons.
A specific legislative re-enactment could limit the flexibility of the
Treasury Department to respond to issues that may arise in the fu-
ture under the elective regime. Another concern is that any delay
in such a specific re-enactment might cast doubt on the ability of
taxpayers to rely with certainty on the final check-the-box regula-
tions. Similarly, the certainty and simplicity provided to taxpayers
by the regulations could be reduced if the legislative version of the
regime were substantially different from the rules set forth in the
final regulations.

On a different point, it could be said that the regime established
under the check-the-box regulations is not completely elective, be-
cause entities eligible to elect either corporate or partnership sta-
tus under the regulations generally are unincorporated domestic
entities. A State-law corporation is not eligible to elect partnership
status under the check-the-box regulations. If an elective entity
classification is fully permissible within the Treasury Department’s
regulatory authority, then some might argue that corporations, as

26 See Report of the House Committee on the Budget to accompany H.R. 3435, H. Rept. 100-
391, 100th Cong., 1st Sess. 1066 (1987), stating in Reasons for Change, “Publicly traded partner-
ships resemble publicly traded corporations in their business functions and in the way their in-
terests are marketed, and limited partners as a practical matter resemble corporate sharehold-
ers in that they have limited liability, may freely transfer their interests, generally do not par-
ticipate in management, and expect continuity of life of the entity for the duration of the conduct
of the business enterprise.”

27 The Court stated, “As the statute merely provided that the term ’corporation’ should in-
clude ’associations,” without further definition, the Treasury Department was authorized to sup-
ply rules for the enforcement of the Act within the permissible bounds of administrative con-
struction. Nor can this authority be deemed to be so restricted that the regulations, once issued,
could not later be clarified or enlarged so as to meet administrative exigencies or conform to
judicial decision.” 296 U.S. 344 at 354-355. :

28 See the proposals in Part IILA of this pamgrl{lleet.

29 New York State Bar Section of Taxation, port on the ‘Check the Box’ Entity Classifica-
tion System Proposed in Notice 95-14” 37, Tax Rept. #845 (August 30, 1995). Possible proposals
are described in Part III. A of this pamphlet. .



17

well as unincorporated entities, should be able to elect either cor-
porate or partnership Federal tax status. ‘

A response would be that permitting corporations to elect pass-
through treatment for tax purposes would give rise to large-scale
erosion of the corporate tax base (particularly if the tax cost of
making the election were relatively modest). Further, Congress
could not have intended a fully elective regime, including an elec-
tion of partnership tax status for corporations, because it relatively
recently enacted rules treating publicly traded partnerships as cor-
porations for Federal tax u;floses, out of concern about erosion of
the corporate tax base.20 Finally, it could be said that it is unneces-
sary (as a matter of statutory interpretation) to permit incor-
porated entities to elect partnership status, because an incor-
porated entity is clearly treated as a corporation for Federal tax
purposes under the statute. Only the issue of whether an entity is
an “association” treated as a corporation for Federal tax purposes
- is determined under the elective regime of the check-the-box re-
gime. - o \

2. Impact of the check-the-box regulations

In general

The advent of an affirmatively elective regime for determining
whether an entity is a corporation or a partnership raises a num-
ber of issues. The principal impact is that taxpayers may now
choose with greater simplicity and lower compliance costs whether
they will pay two levels of tax on business income under the cor-
porate tax rules, or whether they will pay only one level of tax
under the partnership tax rules (or as a disregarded single-member
entity). While it is argued that the entity classification regulations
in effect prior to the check-the-box regulations were manipulable
and were effectively elective for well-advised taxpayers, an affirma-
tiv:llfl elective regime may make this choice much more broadly
available to all businesses. At the same time, increased use of
LLCs, a form of business entity that can provide limited liability
to all owners yet be treated as a partnership for tax purposes, also
makes the attractiveness of electing partnership status broader.

In addition, several other types of issues arise as a result of pro-
viding an affirmatively elective entity classification regime. One set
of issues relates to whether the policy of many existing tax rules
that depend on an entity’s status is violated by making that status
elective. A second group of issues stems from the increased impor-
tance of the present-law rules treating publicly traded partnerships
as corporations, and the exc’egtion from such treatment that is pro-
vided to partnerships with a broad catetiory of passive-type income.
Thirdly, and more broadly, the check-the-box regulations call into
question whether the tax law should continue to provide parallel,
but differing, pass-through treatment for business entities that are
partnerships and other entities (such as S corporations). Eliminat-
ing needlessly redundant rules could simplify the tax law. These is-

30 When the publiel{lftraded partnership rules were enacted in 1987, the legislative history
stated, “The recent proliferation of publicly traded partnerships has come to the committee’s at-
tention. The growth in such partnerships has caused concern about long-term erosion of the cor-
B:rate tax base.” Report of the House Committee on’the Budget to accompany H.R. 3435, H.

pt. 100-391, 100th Cong., 1st Sess. 1065 (1987). : e g
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sues are not the only ones raised by the check-the-box regulations,
but represent some of the questions it may be appropriate for Con-
gress to consider in the long term, in light of the current state of
the entity classification rules. .

Impact on existing tax rules

The check-the-box regulations make many other tax results,
which depend on the tax status of an entity, also effectively elective
for more taxpayers. In some cases under the prior regulations,
well-advised taxpayers may have been able to achieve particular
tax results, virtually by choice, that less sophisticated taxpayers
may not have attained. In some cases, transaction costs for attain- -
ing a particular tax result may have been sufficiently high that at-
taining such a result was cost-effective only for especially large-
scale transactions. The check-the-box regulations generally elimi-
nate the need to meet the four-factor test of the Kintner regula-
tions in order to achieve partnership status. Assuring that an en-
tity lacks limited liability (one of the four factors) in order to have
pass-through tax treatment, for example, no longer need hamper
business arrangements where insulation of the owners from the en-
tity’s liabilities is central to the arrangement.

The check-the-box regulations facilitate transactions that could
not usually be done (or could be done only in a convoluted or ex-
pensive manner) under prior law, but now may be accomplished
more simply, efficiently or cheaply. The question is not whether ef-
ficiency is generally preferable to convolution. Rather, the question
is whether the purpose of other tax rules that depend on the tax-
payer’s status as a partnership or corporation is violated by apply-
ing those rules only at the taxpayer’s choice. The check-the-box reg-
ulations could have the long-term effect of drawing attention to
rules that may have become elective (whether under the new regu-
lations or under prior law), and of sparking a re-thinking of the ra-
tionale for such rules in some cases. L o

As described above in Part I of this pamphlet, the check-the-box
regulations provide that single member entities may be dis-
regarded, effectively providing for a classification of entity that has
been called a “nothing.” 31 Disregarding an entity may serve as an
alternative to partnership form as a means to achieve pass-through
tax treatment. Treating an entity as a “nothing” may give a dif-
ferent tax result than would treating the entity as either a corpora-
tion or a partnership. At the same time, if the disregarded entity
is an LLC, it may provide protection for the owner from the entity’s
liabilities. Similarly, a disregarded foreign entity may be treated
for tax purposes like a branch rather than a separate corporation
or partnership. o . ,

The check-the-box. regulations may in some cases be more limit-
ing than the prior entity classification regulations were. The list of
foreign entities that are now treated as per se corporations for Fed-
eral tax purposes may include some entities for which partnership
tax status could have been achieved under the four-factor test of
the prior regulations. For those foreign entities that are not in-

31 M. Schler, “Initial Thoughts on the Proposed ‘Check-the-Box’ Regulations,” Tax Notes, June
17, 1996, p. 1679; D. Miller, “The Tax Nothing,” Tax Notes, February 3, 1997, p. 619. - - B
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cluded on the list of per se corporations, the check-the-box regula-
{ions may provide more flexibility or certainty than the prior regu-
ations. B BT - : - P . Gom g e Uy
Particularly significant issues are raised by the check-the-box
regulations in the international context, some-examples of which
follow. These issues are not addressed in the proposals in Part III
of the pamphlet (which relate to the taxation of partners and part-
nerships), but rather are discussed for purposes of illustrating gen-
erally the types of issues raised by simplified and liberalized
electivity of partnership status and by the elective “nothing” status
For example, a foreign entity’s status as a corporation, a partner-
ship or a “nothing” can have significant consequences under the
subpart F rules of the Code. Under the subpart F rules, the U.S.
10-percent shareholders of a controlled foreign corporation are re-
quired to include in income currently their shares of certain earn-
ings of the controlled foreign corporation, whether or not the earn-
ings are distributed to the shareholders. If a subsidiary of a con-
trolled foreign corporation distributes a dividend, the dividend gen-
erally is currently includable by the U.S. shareholders. By contrast,
were the subsidiary to qualify as a partnership or a “nothing,” its
earnings may not be included in income  currently by the U.S.
~ owner, making current inclusion, or not, a matter of choice. While
there are necessarily trade-offs that must be made in choosing one
tax status over another, taxpayers are likely to choose the status
that is expected to provide the most favorable results in the par-
ticular circumstances. Moreover, if an entity can be converted with-
out significant tax consequences from one form to another when
changed circumstances make the second form more favorable, the
trade-offs can be minimized. ‘
Another example relates to the present-law rules providing defer-
ral of income earned by foreign subsidiaries of U.S. taxpayers
(other than income subject to the subpart F rules or other rules re-
quiring current inclusion). Commentators have argued that, far
more simply than under prior entity classification regulations, a
taxpayer can elect pass-through status under the check-the-box
regulations for those entities where a tax savings would result from
ending deferral. This might be attractive, for example, if the inclu-
sion allows the crediting of foreign tax in addition to the credits
- needed to shelter the income so included. Passthrough of income of
a partnership or “nothing” could be preferable to actual repatri-
ation of the income, because upon repatriation the income might be
- subject to foreign withholding tax.32 : OE. ,
Another example of the ripple effect that easier electivity of pass-
through status has in the international context involves the foreign
tax credit. Several aspects of the foreign tax credit rules are af-
fected. First, a shareholder of a foreign corporation is allowed a
“deemed paid” credit for the foreign taxes of the corporation only
if the corporation is a controlled foreign corporation, or if the share-

32 M. Schler, supra, at 1687; R. Avi-Yonah, “To End Deferral as We Know It: Simplification
Potential of Check-the-Box,” Tax Notes, January 13, 1997, p. 219, 220 (“The check-the-box regu-
lations mean the end of deferral—but only on an elective basis, i.e., only for those foreign enti-
ties for which the taxpayer chooses to end it”). Other tax planning opggrtunit.ieg have been dis-
cussed; see H. Mogenson and D. Benson, “IRS Issues Final Check-the-Box Tax Simplifica-
tion Creates Planning Opportunities,” Tax Notes International, December 30, 1996, p. 2159.
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holder is a 10-percent or greater U.S. corporate shareholder. By
electing either partnership or “nothing” status,33 the U.S. owners
of the entity would be eligible for a credit for their allocable shares
of the entity’s taxes, without similar limitations.

Second, a dividend received by a U.S. corporation from a foreign
corporation in which it owns a 10-percent or greater stock interest,
but which is not a controlled foreign corporation,34 goes in a sepa-
rate “basket” for foreign tax credit limitation purposes. This basket
contains only dividends from a single corporation, and thus fre-
quently has the result that foreign taxes either in this basket or
other baskets cannot be credited, due to “excess” taxes in the bas-
ket. Electing partnership status for the entity relieves these con-
cerns, because a 10-percent partner’s income gom a partnership is
not allocated to a special basket for foreign tax credit purposes, but
rather is allocated among all of the partner’s baskets based on the
allocable share of partnership income in each category.35

Thirdly, in calculating foreign source income for purposes of the
foreign tax credit limitation, a U.S. corporation or consolidated
group generally must allocate its interest expense between domes-
tic and foreign source income based on the proportion of the cor-
poration’s or group’s assets that generate income in each category.
The stock of a. foreign corporate subsidiary is included in the
group’s assets for purposes of the parent group’s allocation. Interest
paid by the foreign corporate subsidiary is not included in this cal-
culation. However, if a foreign entity owned by a U.S. group choos-
es dpartnership or “nothing” status, the entity’s interest expense
and assets generally are both taken into account for purposes of
the corporate owner’s interest allocation. These aspects of the inter-
est allocation calculation can significantly increase the U.S. cor-
porate owner’s foreign tax credit limitation, as compared to the
treatment that would apply to a foreign subsidiary.

The check-the-box regulations have an impact on choice of entity
that extends beyond choosing between corporate or partnership sta-
tus, in situations when a “nothing” may yield greater tax savings
than either of them. For example, a “nothing” may have benefits
in the international tax area for both sourcing of income and for-
eign tax credit purposes when a business is sold. Sale of a “noth-
ing” is treated as a direct sale of the underlying assets, which can
yield the benefits of increased foreign source income, or lower for-
eigx;ssource loss, than a sale of similar stock or a partnership inter-
est. :

The option to disregard a single-member enti? does not only give
taxpayers an effective choice between the rules for corporations and
the rules for branches or sole proprietorships. It effectively gives
such entities three options for Federal tax classification, because

33 In this and the following examples, the foreign corporation would not be permitted to elect
partnership or “nothing” status if it 1s on the list ot;ﬂ’er se corporations.

34 Thus, this rule applies to dividends received from foreign corporations in which the share-
holder owns ‘a 10-percent or greater interest, but which is not more than 50 percent owned by
the dividend recipient and other 10-percent U.S. shareholders.

35 The 10-percent threshold does not apply to individual general partners. Thus, all of such
a partner’s distributive share of partn Eainoome is allocated among the partner’s baskets.

In addition, “nothing” treatment may have benefits of saving foreign, as opposed to U.S,,
taxes. When a “nothing” es the obligor on a debt instrument to its U.S. owner, interest
on the debt may be deductible by the “nothing” for forei%rtlmtax purposes, but is not includible
3' the ov;laer for U.S. purposes use the debt of the “nothing” to its owner presumably is

sregarded.
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the partnership rules can be elected if a second de minimis member
is added. For example, if a U.S. corporate group were considering
forming a foreign entity that would hold an interest in a foreign
corporation, it might choose a “nothing” rather than a partnership
in order to ensure the availability of the deemed paid foreign tax
credit with respect to dividends from such foreign corporations.
Choice of a “nothing” would avoid any uncertainty regarding the
extent to which a U.S‘,chx_t-’poration may claim foreign tax credits for
foreign taxes paid by a foreign corporation that is owned by the
U.S. corporation through a foreign partnership.3?

By contrast, if the new entity were to act as a dealer in property,
the owner might use a structure where a de minimis interest is
held by a related corporation, so that partnership status rather
than “nothing” status would result. If a “nothing” were used as a
dealer, this status could taint transactions of the rest of the cor-
poration with ordinary income treatment and other consequences of
dealer status. However, dealer status for a partnership is deter-
mined solely at the partnership level, and thus would not affect
other transactions of a corporate owner. =

The foregoing examples illustrate the indirect effect of broad
electivity of the en,titg classification rules on other tax rules whose
application is dependent on the taxpayer’s tax status. Over time,
as the check-the-box regulations are implemented by taxpayers and
the Service, it is probable that more cases of rules made elective
by simplified electivity of an entity’s tax status will become
known.38 These examples serve to suggest that it would be appro-
griate to review the rationale for present-law rules that may have

een made more easily elective after the check-the-box regulations.
To the extent that increased electivity is inconsistent with the un-
derlying rationale for any particular present-law rules that are af-
fected, it would be appropriate to consider addressing the issue, for
example, by eliminating the electivity of those rules or by modify-
Importance of publicly traded partnership rules and excep-
tions . , e

Another set of issues raised by the check-the-box regulations
arises because they make the rules treating publicly traded part-
nerships as corporations more important. The four-factor test of the
prior regulations required that, to obtain conduit tax treatment as
a partnership, taxpayers had to take into account whether the en-
. tity had centralized management, continuity of life, or free trans-
ferability of interests, and whether the owners of the entity all had
limited liability. These regulatory tests applied in addition to the
statutory test for determining whether the partnership’s interests
are publicly traded.

Under the check-the-box regulations, however, centralized man-
agement, continuity of life, free transferability of interests, and lim-

37 The Service recently stated that it was

uing to con which
a foreign tax credit should be allowed with respect to sgtock held through a foreign partnership.
See the preamble to the final regulations under section 902 with respect to the <feem d’ paid

foreign tax credit, T.D. 8708 (Jan. 7, 1997). ) } }

38 "As noted above in Part ILA.4 (describing the check-the-box regulations), the preamble to
the check-the-box regulations statéd that the Treasury Dgartment and the Service will con-
tinue to monitor the uses of partnerships in the international context. = . ‘



22

ited liability of owners generally are irrelevant. To a much greater
degree, the issue of whether an entity must be treated as a cor-
poration now depends on whether the entity is subject to the rules
relating to public trading.3? These rules include a significant excep-
tion for entities, 90 percent of whose income falls into a broad cat-
egory labeled “passive-type income.” At the same time, present law
provides pass-through treatment for several specialized types of en-
tities if they meet detailed requirements designed to limit the fa-
vorable treatment to activities approved for such treatment by Con-
gress. .

The publicly traded partnership rules specifically provide that an
entity that would meet certain securities registration requirements
if it were a corporation does not qualify for passthrough status as
a partnership by meeting the “passive-type income” exception, but
rather may achieve passthrough status only by qualifying under
the RIC rules. The rules governing taxable mortgage pools have a
similar effect, by treating an entity that meets statutory tests de-
scribing mortgage pools, but that is not a REMIC, as a separate
corporation. Thus, a mortgage pool generally can achieve conduit
treatment by satisfying the requirements for a REMIC, but not as
a publicly traded partnership under the “passive-type income” ex-
ception. » .

No similar rule applies explicitly in the case of a real estate in-
vestment trust (“REIT”) or a financial asset securitization invest-
ment trust (“FASIT”), although under the entity classification rules
in effect prior to the check-the-box regulations, partnership status
may not have been as attractive as meeting the special rules for
passthrough treatment accorded these specialized entities, based on
both tax and non-tax concerns. ‘ » v

Under the check-the-box elective regime, entities of these types
might in some cases be able to meet the passive-type income excep-
tion and obtain pass-through treatment even though their interests
are publicly traded and their activities do not satisfy the statutory
requirements of the otherwise applicable specialized pass-through
regime. Partnership status still may not be an attractive option in
some cases because of other tax rules that might give unfavorable
results to foreign or tax-exempt investors in the entity,%¢ or for
other reasons. Nevertheless, this possibility raises the question of
whether there is a continuing need for all of the specialized pass-
through systems currently provided, and if so, whether potentially
increased electivity of those sets of rules under the check-the-box
regulations should be addressed.4!

39 It is debatable whether the publicly traded partnership rules are better viewed as a back-
stop to the entity classification rules as they existed in 1987, or as a fundamental policy deter-
mination that public trading (and the resultini access to public capital markets) is the most
important factor in deciding whether an entity should be taxed as a corporation.

40 For example, a tax-exempt entity might become subject to unrelated business income tax
with respect to a business activity conducted by a partnership, or with respect to certain debt-
financed income of a partnership (secs. 512(c) and 514), whereas a tax-exempt holder of a suffi-
ciently small interest in a REIT may not (sec. 856(hX3XC)). As another examtgle, a foreign per-
son might be subject to withholding at the highest applicable rate of tax with respect to effec-
tively connected income earned through a (rartnership (sec. 1446), whereas this withholding rule
does not apply to income that is not earned through a partnership. e '

41 See American Law Institute, Federal Income Tax Project--Taxation of Pass-Through Enti-
ties, Memorandum No. 2 (September 2, 1996) (G. Yin and D. Shakow, reporters).
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Need for multiple sets of rules for pass-through entities

A similar set of issues relates to whether there is a continuing
need in the tax law for parallel pass-through systems for general
business activities.42 Although S corporations (and their sharehold-
ers) generally are treated similarly to partnerships (and their part-
ners), significant differences exist, some of which favor S corpora-
tions while others favor partnerships. T e '

For example, the items of income, gain, loss, deduction or credit
of a partnership generally are taken into account by a partner pur-
suant to the partnership agreement (or in accordance with the
partners’ interests in the partnership if the agreement does mnot
provide for an allocation) so long as such allocation has substantial
economic effect.43 Because of the one-class-of-stock rule for S cor-
porations (sec. 1361(b)(1)(D)), the items of income, gain, loss, de-
duction or credit of an S corporation cannot be separately allocated
to a particular shareholder, but are taken into account by all the
shareholders on a per-share, per-day basis. Thus, partnerships gen-
erally are considered to be a more flexible vehicle for purposes of
allocating particular entity-level items to investors. =~~~

Another important difference making partnerships more flexible
than S corporations is the treatment of entity-level debt, for pur-
poses of the owner’s basis in his interest. A partner includes part-
nership-level debt in the basis of his interest (sec. 752), whereas an
S corporation shareholder does not (sec. 1367). The amount of the
partner’s or S corporation shareholder’s basis in his interest serves
as a limit on the amount of losses that can be passed through (secs.
704(d), 1366(d)), which makes increases in basis for entity-level
debt important. o R S

The sale of stock

k in an S corporation generally results in capital
gain or loss to the selling shareholder. The sale of an interest in
a partnership also generally gives rise to capital gain or loss, but
gives rise to ordinary income to the selling partner to the extent
?ttrﬂ%tf)ble to unrealized receivables and certain inventory items
sec. . ,

The distribution of appreciated property by an S corporation to
a shareholder (as a dividend, in ‘reti:emption of shares, or in liquida-
tion) is treated as a taxable sale of such property. Any gain is allo-
cated to all the shareholders on a per-share, %er day basis and in-
creases the shareholders’ adjusted bases in their shares. The dis-
tributee shareholder then reduces his basis by the amount of the
distribution (i.e., fair market value of the distributed property) and
takes a fair market value basis in the property. By contrast, the
distribution of appreciated property by a partnership to a partner
generally is not treated as a taxable sale of the property (sec. 731).

An existing C corporation may elect to be treated as an S cor-
poration on a tax-free basis, subject to certain special rules. Con-
verting C corporations are subject to corporate-level tax on the re-
capture of LIFO benefits,# on certain built-in gains recognized

42 Eliminating the two-tier corporate tax system, perhaps throuﬁh some form of corporate in-
tegration, could also minimize the need for multiple sets of rules for pass-through entities, but
is beyond the scope of this discussion. ) e RS

43 Sections 704(a) and (b). The determination of whether an allocation has substantial eco-
nomic effect is complex (Treas. Reg. sec. 1.704-1(b)X2)). )

44 Section 1363(d).
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within a 10-year period after conversion,4® and on certain passive
investment income earned while the corporation retains its former
C corporate earnings and profits.4¢ The conversion of a C corpora-
tion to a partnership (or sole proprietorship) is treated as a liquida-
tion of the entity, taxable to both the corporation and its sharehold-
ers.

The rules of subchapter C generally apply to an S corporation
and its shareholders. Thus, for example, an S corporation may
merge into a C corporation (or vice versa) on a tax-free basis. Simi-
lar r}lll_les do not apply to combinations of C corporations and part-
nerships.

Individual fpart:ners treated as general partners generally are
subject to self-employment tax on their distributive shares of part-
nership income. Shareholders of an S corporation are not subject
to self-employment tax on S corporation earnings, but are subject
to payroll tax to the extent they receive salaries or wages from the
corporation.

Partnerships, LLCs treated as partnerships, and S corporations
may be treated differently for State income or franchise tax pur-
poses.

Continuing utility of S corporations

If an LLC can provide limited liability to all owners and achieve
pass-through status as a partnership under the check-the-box regu-
lations (or under the Service’s prior revenue rulings on LLCs), the
need for S corporations could be questioned. Particularly in hght of
the growing use of LLCs, it could be argued that the great flexibil-
ity of the partnership tax rules outweigh the principal advantage
of S corporations: relative simplicity. Thus, it is argued that the
rules for S corporations could be repealed without detriment to tax-
payers.4?

Others say the continued existence of subchapter S is worth-
while. A corporate charter is a prerequisite imposed by regulators
for some trades or businesses (e.g., for depository institutions or to
hold certain licenses), and LLCs may not meet such regulatory re-
quirements. Moreover the corporate form is a familiar, time-tested
format, while the LLC form is new and unfamiliar (partlcularly
where a business undertakes interstate commerce). Subchapter S
supporters further point out that the rules of subchapter S are
much simpler than the rules of subchapter K.48 Others point to
specific advantages of subchapter S over the partnership tax rules

45 Section 1374. For a discussion of how section 1374 allows the conversion of a C corporation
to S corporation status to be treated more favorably than the liquidation of a C corporation into
a sole proprietorship or a partnership, despite the economic equivalence of the transactions, see,
letter to Chairman Dan Rostenkowski from Ronald A. Pea.rlman, Chief of Staff of the Joint Com-
mittee on Taxation, recommending several simplification proposals, reprinted in Committee on
Ways and Means, Written Proposals on Tax Simplification, (WMCP. 101-27), May 25, 1990, p.
24. In his 1995 and 1997 budget messages to the Congress, President Clinton ‘recommended that
section 1374 be repealed for C corporations above a certain size.

46 Section 1375.

17 W. Schwidetzky, “Is It Time to Give the S Corporation a Proper Burial?” 15 Virginia Tax
Review 591 (1996) .

48 However, it must be pointed out that partners of a partnershxcglmay opt for a simple, sub-
chapter S-like structure if they so desire. It could be said that the check-the-box regulations ex-
pand the appeal of subchapter S, because prior to those regulations, only entities structured as
corporations for State law purposes could elect S corporation status, whereas now, a State-law
partnership or LLC can be classified as a corporation for tax purposes and elect S status (pro-
vided applicable requirements are met)
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(primarily the ability to convert from C to S corporation status gen-
erally without current corporate tax on r?li)preciation, and the avail-
ability of the tax-free reorganization rules for business combina-
tions and reorganizations). At least until LLC interests are as eas-
ily issued in capital markets as traditional corporate stock, the S
corporation may continue to be an attractive vehicle in which to
start a business, if it is anticipated that it will later go public. Fi-
nally, any repeal of subchapter S would require rules providing for
the treatment of existing S corporations.4? : :
‘Whether or not it is advisable to retain both the partnership
rules and the S corporation rules, some argue that the complexit
of either regime is excessive for small businesses, and a new, muc
simpler pass-through system should be provided for small busi-
nesses that would be consistent with the new simplicity for choice
of entity under the check-the-box regulations.50 A significant ques-
tion, under such an approach, is the definition of a small business,
which could depend on the number of owners, the value of the enti-
. ty’s assets, the amount of its gross or net income (if any), or some
- combination of these or other factors. Related questions involve the
treatment of businesses that grow (or fluctuate in size), crossins
the definitional line, and the treatment of tax attributes importe
from a more complex tax regime. Weighing of simplicity against ac-
curacy of income measurement and allocation would be a factor in
designing the simpler regime. -~ e : e : .
Others would argue that there is nothing inherently complex in
the application of the partnership tax rules to most small business
transactions. Small businesses today can achieve the effect of a
simplified partnership regime for most common business arrange-
ments. Mandating the use of specific rules for small business would
deny them the flexibility of present law partnership rules, and, it
could be argued, would represent a competitive disadvantage rel-
ative to larger businesses. ' '

49 See, for example, the letter of July 25, 1995, from Leshe B. Sa uela, Assxstant Treasury
Secretary (Tax Policy) to Senator Orrin Hatch, suggesting possible legislative proposals to allow
?i corporations to elect partnership status or to apply the check-the-box regulations to S corpora-
50. American Law Institute, Federal Income Tax Project--Taxation of Pass—ﬂr;ugh Entities,

Memorandum No. 2 , supra, 96-105.




II1. POSSIBLE PARTNERSHIP PROPOSALS |

Business transactions and tax planning in the partnership area
have become more sophisticated since the bulk of the present-law
partnership rules were enacted in 1954. Some provisions of Sub-
chapter K may give anomalous results, may have unforeseen prob-
lems in application, or may have become anachronistic. Because of
the possible increased utilization of partnerships due to the growth
of LLCs and the simple electivity of partnership status under the
check-the-box regulations, these types of issues merit increased
scrutiny. Following is a discussion of possible changes to provisions
of the tax law governing partnerships that could be considered.

A. Provide Legislative Authorization for Check-the-Box
Rules or Codify Elective Entity Classification '

Present Law

- The check-the-box regulations are issued under definitional sec-
tions of the Code that relate to partnerships and corporations. The
statutory definition of a partnership provides that it “includes a
syndicate, group, pool, joint venture, or other unincorporated orga-
nization, through or by means of which any business, financial op-
eration, or venture is carried on, and which is not, within the
meaning of this title, a trust or estate or a corporation” (sec.
7701(a)2)). The statutory definition of a corporation provides that
it “includes associations, joint-stock companies, and insurance com-
panies” (sec. 7701(a)(3)). :

The statutory source of authority for issuing the regulations pro-
vides that the Secretary of the Treasury is authorized to “prescribe

“all needful rules and regulations for the enforcement of this title
[the Internal Revenue Code]” (sec. 7805). Regulations issued pursu-
ant to this authority are referred to as interpretive regulations.

Under the check-the-box regulations, an eligible entity may elect
how it will be classified. An eligible entity with two or more mem-
bers may elect to be classified as either a corporation or a partner-
ship. An eligible entity with a single member may elect to be classi-
fied as a corporation or to be disregarded (treated as not separate
from its owner).

An eligible entity generally is an unicorporated domestic entity.
Thus, an eligible entity does not include an entity that is classified
automatically as a corporation under the check-the-box regulations.
An organization is classified automatically as a corporation if it is
a domestic entity formed under a State corporation statute that de-
scribes the entity as a corporation, joint-stock company or in simi-
lar terms, an insurance or banking company, an organization whol-
ly owned by a State, or an organization that is taxable as a cor-
poration under other applicable rules (such as the rules generally
treating publicly traded partnerships as corporations).

26) o
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e . Possible Proposals
First alternative proposal T 0
The first alternative proposal would grant authority to the Treas-
ury Department to issue regulations providing for a method of de-
termining whether an entity is an association taxable as a corpora-
tioxz_,.lNo specific regime would be specified in this grant of author-
Second alternative proposal

The second alternative proposal would legislatively re-enact the
check-the-box regulations. Thus, the provisions of those regulations
would be codified. , W e
Third alternative proposal ,/ s

The third alternative proposal would provide that the meaning o
an entity eligible to elect to be treated either as a corporation or
a partnership would be expanded to include any domestic entity
that is treated automatically as a corporation under the check-the-
box regulations. Rules would be provided for allocating corporate
income among owners. This proposal would address the criticism
that the current check-the-box regime is not fully elective for do-
mestic entities because corporations cannot elect to be treated as
partnerships under the current regulations. ‘

Allowing existing corporations to elect partnership status may
raise administrative, revenue and equity concerns. Because it may
not be feasible to allocate entity income among existing stock inter-
ests, the proposal would require a corporation to formally liquidate
and reorganize as an uninoqrporatedrgusiness. Under present law,
many corporations have not undergone such transactions because
of the applicable corporate and shareholder taxes. In order to ad-
dress revenue concerns, the proposal could impose a “toll charge”
(possibly payable in installments) upon a corporate-to‘;f)aﬂnership
conversion based upon a portion of the gains that would be recog-
nized on a fully taxable corporate liquidation. Different toll charges
would apply to electing C corporations and S corporations. Further-
more, the proposal could be limited to non-publicly traded domestic
corporations or to corporations below a certain size, and could be
provided only for limited time.

; . B. Require Partnership Basis Adjustments Upon '
- Distributions ';'(‘)f Property and Modify Basis Allocation Rules .

. Present Law

~

In general

The partnership provisions of present law generally permit part-
ners to receive distributions of partnership property without rec-
ognition of gain or loss (sec. 731).52 Rules are pro_vided for deter-

fication System Proposed in Notice 95-14,” supra, at 37. , R i
- 52 Exceptions to this nonrecognition rule apply: (1) when money (and the fair market value
of marketable securities) received exceeds a partner’s adjusted basis in the partnership (sec.
731(aX1)); (2) when only money, inventory and unrealized receivables are received in liquidation
Continued

51 See New York State Bar Section of Taxation, “Report on the ‘Check the Box’
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mining the basis of the distributed property in the hands of the dis-
tributee, and for allocating basis among multiple properties distrib-
uted, as well as for determining adjustments to the distributee
partner’s basis in its partnership interest. Property distributions
are tax-free to a partnership. Adjustments to the basis of the part-
nership’s remaining undistributed assets are not required unless
the partnership has made an election that requires basis adjust-
ments both upon partnership distributions and upon transfers of
partnership interests (sec. 754).

Partner’s basis in distributed properties and partnership in-
terest :

Present law provides two different rules for determining a part-
ner’s basis in distributed property, depending on whether or not
the distribution is in liquidation of the partner’s interest in the
partnership. Generally, a substituted basis rule applies to property
distributed to a partner in liquidation.53 Thus, the basis of property
distributed in liquidation of a partner’s interest is equal to the
partner’s adjusted basis in its partnership interest (reduced by any
money distributed in the same transaction) (sec. 732(b)).

By contrast, generally, a carryover basis rule applies to property
distributed to a partner other than in liquidation of its partnership
interest, subject to a cap (sec. 732(a)). Thus, in a non-liquidating
distribution, the distributee partner’s basis in the property is equal
to the partnership’s adjusted basis in the property immediately be-
fore the distribution, but not to exceed the partner’s adjusted basis
in its partnership interest (reduced by any money distributed in
the same transaction). In a non-liquidating distribution,5¢ the part-
ner’s basis in its partnership interest is reduced by the amount of
the basis to the distributee partner of the property distributed and
is reduced by the amount of any money distributed (sec. 733).

Present law does not provide for a partial liquidation of a part-
nership interest. A distribution that is not in complete liquidation
of a partner’s interest is treated as a current distribution, even if
the distribution has the effect of reducing the partner’s interest in
the partnership.55 '

Allocating basis ambng distributed properties

In the event that multiple properties are distributed by a part-
nership, present law provides allocation rules for determining their
bases in the distributee partner’s hands. An allocation rule is need-
/ ed when the substituted basis rule for liquidating distributions ap-

of a partner’s interest and loss is recognized (sec. 731(a}2)); (3) to certain disproportionate dis-
tributions involving inventory and unrealized receivables (sec. 751(b)); and (4) to certain dis-
tributions relating to contributed pm};‘elrty (secs. 704(c) and 737). In addition, if a partner en-
gages in a transaction with a partnership other than in its capacity as a member of the partner-
ship, the transaction generally is considered as occurring between the partnership and one who
is not a partner (sec. 707). .

53 When the current sta provisions were being considered in 1954, the House version
provided for carryover basis in distributee partner’s hands, and allowed a corresponding loss
to the partner on the liquidating distribution. Report of the House Ways and Means Committee
to accompany H.R. 8300, H. Rept. No. 1337, 83rd Cong., 2d Sess. at A228 (1954). This approach
was abandoned for the present-law substituted basis rule. : )

54 No provision is made for the reduction in basis of the partner’s partnership interest in a
liqlﬁdatinﬁidistribution, as its interest is liquidated as a result of the distribution.

55 See McKee, Nelson and Whitmire, Federa! Taxation of Partners and Partnerships, supra,
19-12, para. 19.02{3].
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plies, in order to assign a portion of the partner’s basis in its part-
nership interest to each distributed asset. An allocation rule is also
needed in a non-liquidating distribution of multiple assets when
the total carryover basis would exceed the partner’s basis in its
partnership interest, so a portion of the partner’s basis in its part-
nership interest is assigned to each distributed asset. o
Present law provides for allocation in proportion to the partner-
ship’s adjusted basis. The rule allocates basis first to unrealized re-
ceivables and inventory items in an amount equal to the partner:
ship’s adjusted basis (or if the allocated basis is less than partner-
ship basis, then in proportion to the partnership’s basis), and then
among other properties in proportion to their adjusted bases to the
partnership (sec. 732(c)).5¢ Under this allocation rule, in the case
of a liquidating distribution, the distributee partner can have a
basis in the distributed property that exceeds that partnership’s

basis in the property.57

Partnership’s basis in remaining undistributed assets .
No gain or loss is recognized to a partnership on the distribution
of property (sec. 731(b)). Nevertheless, no adjustment is required to
a partnership’s basis in its remaining undistributed assets, follow-
ing a distribution of property to a partner, unless the partnership
has an election under section 754 of the Code in effect.
An electing partnership decreases the basis of its remaining
property to take account of any increase in the basis in the dis-
tributee partner’s hands, compared to the basis the partnership
had in the property. This ‘préserves future taxation to the other
partners to the extent built-in gain was eliminated in the hands of
the distributee partner, who in a liquidating distribution takes a
substituted basis in the distributed property and will never, there-
fore, be taxed on that built-in gain.58 The amount of the decrease
in the basis of remaining partnership property equals (1) the excess
of the distributee’s basis in the distributed property over the part-
nership’s adjusted basis in the distributed property immediately
before the distribution, plus (2) the amount of any loss recognized
by the distributee partner.59 o . S
Similarly, an electing partnership increases the basis of its re-
maining property to take account of the extent to which the
distributee’s basis is less than the partnership’s basis was in the
same property. This preserves a future loss (or reduces a future

56 A special rule allows a partner that a dired & partnership interest by transfer within two
years of a distribution to elect to allocate the basis of property received in the distribution as
if the partnership had a section 754 election in effect (sec. 732(d)). The special rule also allows
the Service to require such an allocation where the value at the time of transfer of the property
received exceeds 110 percent of its adjusted basis to the partnership (sec. 732(d)). Treas. Reg.
sec. 1.732-1(dX4) generally requires the application of section 732(d) where the allocation of
basis under section 732(c) upon a liquidation of the partner’s interest would have resulted in
a shift of basis from non-depreciable property to depreciable property. S

57 « . . [ITIhe effect of these rules may be to give the distributee a basis in distributed assets
(other than unrealized receivables and inventory) in excess of the partnership’s basis for the
same assets. . . . The failure of these rules to take fair market into account ﬁlts a high premium
on tax planning in connection with in-kind liquidating distributions.” McKee, Nelson, and
Whitmire, Federal Taxation of Partnerships and Partners, supra, 19-35, para. 19.06.

58 See W. Andrews, “Inside Basis Adjustments and Hot Asset Exchanges in Partnership Dis-
tributions,” 47 Tax Law Review 3, 18 (Fall 1991). o i o

59 The general rule is that loss is not recognized by a distributee partner on a distribution
of partnershég‘groperty, except that a loss may be ized in a liquidating distribution con-
sisting of nothing other than money, nnreahze& receivables and inventory. )
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ain) for the other partners, and can arise in a liquidating or non-
iquidating distribution where the distributee partner’s basis in its
gartnership interest is less than the partnership’s total adjusted
asis in the distributed properties.5° The amount of the increase in
the basis of remaining partnership property equals (1) the excess
of the adjusted basis of the distributed property to the partnership
immediately before the distribution, over the basis of the distrib-
uted property to the distributee partner, plus (2) the amount of
* gain recognized by the distributee partner on the distribution.6!
Allocating basis among partnership’s remaining assets
For purposes of allocating basis to remaining partnership assets
following a distribution of proper? by an electing partnership, in-
creases and decreases are divided into two categories: (1) capital
assets and property used in the trade or business; and (2) other as-
sets (sec. 755(b)). Adjustments are made to partnership property in
the same category as that of the distributed property giving rise to
the adjustment (Treas. reg. sec. 1.755-1(b)(1)). '
Within each catefory of assets, adjustments are made among the

. assets so as to reduce proportionately the difference between the
fair market value and the adjusted basis of each asset in the cat-
egory. If the adjustment increases basis, assets with an adjusted
basis in excess of value are not adjusted, and if the adjustment de-
creases basis, assets with a value in excess of adjusted basis are
not adjusted (Treas. Reg. sec. 1.755-1(a)(1)(ii) and (iii)). The basis
of an asset cannot be reduced below zero. If an adjustment is allo-
cated to a category of property in which the partnership has no
property, or if a negative adjustment cannot be fully absorbed by
the basis of property in the category, the adjustment is applied to
subsequently acquired property in the category (sec. 755(b) and
Treas. Reg. sec. 1.755-1(b)(3)). Under these rules, it is possible that
a required basis adjustment might never be applied to any property
_held by the partnership. : '

Examples 62

Because the present-law rules do not require the partnership to
adjust the basis of its assets upon a distribution of property (absent
a sec. 754 election), anomalous results can arise. For example, as-
sume a joint venture between corporations X and Y is operated in
partnership form. X contributed a business with a basis of 40 and
value of 100 to the partnership. The business has 2 assets, a depre-
ciable asset with a basis of 25 and value of 10 and land with a
basis of 15 and value of 90. Y contributed other assets with a basis
equal to value, 100. Assume, for simplicity, that neither value nor
basis has changed since the partnership was formed. In year 6, the
40-basis business is distributed to Y in complete liquidation of Y’s
partnership interest. The partnership has no section 754 election in
effect.

.60 See R(e)port of the Senate Commmee on Finance to accompany H.R. 8300, S. Rept. No.
1622, 83rd Cong., 2d Sess. 394 (1954).

61 Generally, gain is not recognized to a distributee partner, except to the extent that any
money and the fair market value of marketable securities distributed exceeds the adjusted basis

of its partnership interest immediately before the distribution. o N e
. 62 For simplicity, these examples refer to two partners. Assume that the partnerships are not
terminated by the éistxibutions. o ) ) . o L
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Y has a substituted basis of 100 in the distributed business. This
represents a step-up of 60 over the basis of the business in the
partnership’s hands. The 100 is allocated in the ratio of 25 to 15
(the ratio of the partnership’s basis in the assets). Thus, Y has a
62.50 basis in the depreciable asset, and a 87.50 basis in the land.
is no downward adjustment to the partnership’s 100 basis in 1ts re-
maining assets to take account of the 60 basis step-up to Y. X, how-
ever, has a low basis (40) in its partnersh1p interest.63

In addition to basis shifts, present law can give rise to duplica-
tion of basis. For example, assume a joint venture between corpora-
tions A and B is operated in partnership form. A contributes a de-
preciated busmess with a basis of 200 and a value of 100. B con-
tributes 100 in cash. In year 6, the 100 cash is distributed to A in
liquidation. No section 754 eIectlon is in effect.

Because A had a 200 basis in its partnership interest, and re-
ceives only cash in complete liquidation of his 1nterest under
present law A is allowed a loss of 100. Because no section 754 elec-
tion is in effect, the partnership does not adjust the 200 basis of
the business it still holds downward to reflect the loss taken by A.
If the partnership sells the business for its value of 100, it, too, will
recognize the loss of 100. Only when B liquidates or dlsposes of its
partnershlp interest will offsetting gain be recognized.64

Posszble Proposals

In general

The proposals generally would make inside partnershlp basis ad-
justments mandatory (rather than optional, as under present law),
and would make corollary changes to the rules governing allocatlon
of basis among assets, in the case of certain distributions of part-
nership property. Two alternative proposals are described. Under
the first alternative proposal, the calculation of the'inside basis ad-
justments, and the circumstances in which such adjustments would
be required, would be modified from present law. In addition,
changes to the rules governing allocation of asset basis would ’e
made. Under the second alternatlve, present law would be retai ed

ments would be required for liquidating dlstnbutlons, but would
remain optional for non-liquidating distributions as under present
law. Like the first proposal, the second alternative would change
the rules govermng allocatlon of asset basxs v ,

63 This example is based on a transaction described as “basxs strip I’ in Fteeman ‘and Ste-
phens, “Using a Partnership When a Corporation Won't Do: The Strategic Use and Effects of
Partnerships to Conduct Joint Ventures and Other Major Corporate Business Activities,” 68
Taxes 962, 993-995 (Dec. 1990). Freeman-and Stephens state: “What this means, of course, is
that the partmerslnp should not be liquidated. If the high basis assets are sold by the partner-
ship, no gain will be recognized by Y unless the proceeds are dJstnbuted out of the partnership.
Instead, X could reinvest the proceeds, through the partnershlp in othér operations. With a
high basls in the assets inside the partnership, genemlly it will not. make much dxfferenoe to
X that it has the low outside basis.” Id. at 995.

64 This example is based on a transaction described as “mult.lple losses l” m Freeman and
Stephens, supra, at 997. .
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First alternative proposal

In general, the first alternative proposal would provide for man-
datory adjustments to partnership basis in remaining partnership
property following certain distributions of property to a partner,
generally those that reduce the partner’s interest.55 Secondly, the
proposal would modify the calculation of these partnership basis
adjustments so that the adjustments properly reflect the difference
between the partnership’s adjusted basis in the property distrib-
uted, and the reduction in the partner’s share of the adjusted basis
of partnership property.6¢ Thirdly, the proposal would modify the
rules by which the partnership allocates the adjustments among
assets, changing both the definition of asset categories and the
method by which allocations are made; basis adjustments would
first be allocated to non-depreciable capital assets. Fourthly, the
proposal would modify the rules by which a distributee partner al-
locates basis among distributed assets, again changing both the
definition of asset categories and the basis on which allocations are
made among assets.6? This proposal would apply to distributions of
partnership property in complete or partial liquidation of a part-
ner’s interest in the partnership.

Examples 68

The proposal would modify the result in the first example, above
(the joint venture between X and Y in which the distributee, Y, has
a basis step-up of 60). Under the proposal, after the distribution,
Y would still have a substituted basis of 100 in the business. The
basis increase would be allocated only to non-depreciable capital
assets, so Y would have a basis of 25 in the depreciable asset (its
basis in the partnership’s hands), and 75 in the land (reflecting the
entire basis increase of 60). Under the proposal, the partnership
would be required to reduce the basis of its remaining assets from
100 to 40, preserving the unrealized appreciation in the hands of
- the partnership. ‘ ' '

In the second example (involving a joint venture between A and
B in which cash is distributed), the proposal would give the follow-
ing result: A would have a loss of 100 (as under present law), and
the partnership would have to adjust the basis of its remaining as-
sets downward by 100. The duplication of the loss would not oc
under the proposal. '

65 Mandatory partnei'shib basis 'adi'usti!ieﬁts in the event of a partnership distribution were
recommended in the American Law Institute’s 1984 smdﬁzf partnership tax rules, American
Law Institute, Federal Income Tax Project: Subchapter K: Proposals on the Taxation of Partners

214, (R. Cohen, reporter, 1984). See also Cohen Hoberman, “Partnership Taxation: Changes

for the ’90s,” 71 Taxes 882, 885-6 (Dec. 1993).

66 The American Bar Association recommended that a partnership’s o&tional basis adjust-
ments for undistributed %artnership propertdy should reflect the difference between the partner-
ship’s basis in the distributed property and the reduction in the distributee partner’s propor-
tionate share of the adjusted basis of undistributed partnership property, in its 1974 -
ommendation 1974-9, 27 Tax Lawyer 869 (1974). o ’ :

67 This set of changes was recommended by Professor William Andrews of Harvard Law
School in his article, ide Basis Aéidstments and Hot Asset Exchan'ges in Partnership Dis-
tributions,” supra, and also by Noel Cunningham in “Needed Reform: Tending the Sick Rose,”
47 Tax Law Review 77 (Fall 1991). See also examples of anomalies arising under the present-
law rules as illustrated in Freeman and Stephens, supra, 993-5. . .

68 For simplicity, these examples refer to two partners. Assume that the partnerships are not
terminated by the distributions.
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Mandatory partnership basis adjustments followzng property
distribution

The proposal would eliminate the present-law electivity of part-
nership basis adjustments following certain distributions of part-
nership property, in the case of distributions in complete or partial
liquidation of a partner’s interest. The proposal would provide a
look-through rule in the case of tiered partnerships, so the adjust-
ments would be made in each successive lower-tier partnership, to
the extent the asset whose basis would be adJusted is 1tse1f a part-
nership interest.

Calculation of partnership baszs ad_]ustments to remaznmg
assets

Under the proposal, following a distribution of property, a part-
nership would adjust the basis of its undistributed property by the
difference between (1) the partnership’s adjusted basis in the prop-
erty distributed (plus the amount of any money distributed), and
(2) the amount by which the distributee partner’s proportlonate
share of the adjusted basis of partnership property is reduced by
the distribution. Thus, the partnership’s basis is increased by the
excess of (1) over (2), and decreased by the excess of (2) over (1),
as the case may be.

" A partner’s proportionate share of the adjusted basis of partner-
ship property would be calculated in the same manner as under the
present-law provision relating to partnership basis adjustments fol-
lowing a transfer, by sale or exchange, of a partnershlp interest in
a partnership w1th a section 754 election in effect (sec. 743(b)).
Regulations under that provision provide that a partner’s share of
the adjusted basis of partnership property is equal to the sum of
its interest as a partner in partnership capital and surplus, plus
its share of partnership liabilities (Treas. reg. sec. 1.743-1(b)(ii)).
This calculation is based on capital accounts maintained by the
partnership; the partnership makes this calculation based on infor-
mation it keeps, and without regard to mformatmn kept by the
partner.

To illustrate, assume a partnership has $11, 000 cash, property
with a basis of $19 000 and a value of $22 000, and no 11ab111t1es
Assume that A receives the $11,000 cash in hqmdatlon of its entire
1/3 interest in the partnership. Under the proposal, the partnership
basis in its undistributed property would be increased by $1,000
(the excess of $11,000 distributed over $10, 000 (A’s 1/3 share of the
partnership’s basis i in its property)) to $20 000.6°

Allocating baszs among partnersth s remammg assets

The proposal would modify the categories of partnership assets,
and would also modify the ratio for allocating basis adJustments
among categories of assets. The proposel also provides for gain or

€9 ’I’hese are the facts in Emple (1) of Treas Reg. sec. 1 73+l(bX1) Unhke present law,
the $1,000 amount of the partnership’s ad]ustment is not dependent upon A’s basis in its part
nership interest.
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loss recognition if the basis adjustment cannot be applied to part-
nership property.70 .

First, the proposal would provide that the first category of assets
to which an adjustment is made is non-depreciable capital assets,
and the second category is all other partnership properties.”® A
non-depreciable capital asset would be defined as a capital asset or
property used in a trade or business (within the meaning of section
1231(b)) other than property of a character subject to an allowance
for depreciation, amortization, or depletion. In the case of an in-
crease to partnership basis, however, the increase would be allo-
cated only to non-depreciable capital assets, and not to other part-
nership property, so that basis would not be shifted to assets that
give rise to either an immediate ordinary loss (if sold) or dispropor-
tionately large depreciation deductions.

Second, the proposal would provide that basis adjustments are
allocated among properties within the category so as to reduce pro-
gortionately the dxﬁ erence between the fair market value and the

asis of the assets. Then, any remaining basis adjustments are al-
located in proportion to the respective fair market value of the as-
sets (if the adjustment is an increase), or in proportion to the re-
spective bases of the assets (if the adjustment is a decrease). This
method of allocation has the effect of preserving future gain or loss
for the partners remaining after the distribution. '

Third, if a positive adjustment could not be made because the
partnership holds no non-depreciable capital assets, the partner-
ship would be treated as recognizing a long-term capital loss in the
amount of the required adjustments. If a negative adjustment could
not be made because the partnership holds no non-depreciable cap-
ital assets or has insufficient basis in such capital assets, then ad-
justments would be made to the basis of other property in the
amount of the prevented adjustments. If a negative adjustment
could not be maé)e because the partnership has insufficient basis in
assets (other than money), the partnership would be treated as rec-
ognizing a long-term capital gain in the amount of the prevented
adjustments.72

70 The section 754 election would still be needed under the proposal, because the partnership
basis adjustments provided in section 743 would remain elective. The proposal would not make
those adjustments mandatory. :

71 Professor Andrews would provide more categories: non-depreciable capital assets, depre-
ciable gnl&perty, and inventory items. Even finer distinctions could be drawn, for example, be-
tween different classes of depreciable property, or between LIFO inventory and other inventory.
The purpose of these rules would be to “prohibit reallocation of basis from non-depreciable cap-
ital assets to depreciable property, as well as reallocation from ¢apital gain to ordinary income
property.” Andrews, supra, at 38. It could be argued that the most accurate rule would be to
require basis adjustments first to property inside the partnership that is in the same category
as the distributed property to which the adjustment is attributable. This increased accuracy
could be criticized as giving rise to excessive complexity.

72 It could be said that adding a new occasion on which gain or loss is recognized is inconsist-
ent with the general nonrecognition treatment accorded partnership distributions, and that gain
or loss should consequently not be recognized; even if tgeoretically recognition would be appro-
priate. It could also be said that increasing opportunities for recognition of gain and especially
of loss could create new opportunities for manipulation of the rules, As an alternative to imme-
diate gain or loss recognition in the event of a prevented basis adjustment, the proposal could
provide that the partnership defers recognition for a period, or alternatively, that the partner-
ship maintains the prevented adjustment as an amount that would be applied to increase the
basis of non-depreciable capital assets acquired later, or as another alternative, that the part-
nership amortizes the long-term capital gain or loss ratably over some period (such as the period
over which in ible assets may be amortized), subject to present-law capital loss limitations,
Unlike an intangible asset under section 197, however, the basis increase should not be treated
gi an ordinary item. This deferral of gain or loss differs from the Andrews proposal, supra, at
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Basis allocation rules for distributee partners .

Under the proposal, the basis of distributed property in the
hands of the (ﬁstributee partner would be determined under rules
similar to the inside basis adjustments for partnerships. First, all
property other than non-depreciable capital assets would be treated
in the same manner that unrealized receivables and inventory are
treated under present law. Allocations of a basis increase or de-
crease would be made first (and only, in the case of an increase)
to non-depreciable capital assets, and any remaining decrease
would be applied to the basis of other property distributed.. This
would parallel the rule for allocation of basis adjustments inside
the partnership under the proposal. These rules would apply in the
case of the distributee partner regardless of whether the partner-
ship is required to make basis adjustments to its remaining assets
or to allocate basis among its assets. o

Second, the proposal would allocate the partner’s required basis
adjustment among distributed assets within the category so as to
reduce proportionately the difference between the fair market value
and the basis of the assets. Then, any remaining basis adjustments
are allocated in proportion to the respective fair market value of
the assets?3 (if tge adjustment is an increase), or in proportion to
the respective bases of the assets (if the adjustment is a decrease).

Third, in the case of an increase that cannot be applied to the
basis of a distributed non-depreciable capital asset, a long-term
capital loss would be allowed to the partner (similarly to the rules
of present law).74 ‘ ' -

Partial liquidations

The proposal would provide that the distribution rules currently
applicable to complete liquidations of partnership interests would
also apply to partial liquidations. A distribution in partial liquida-
tion would be defined as a distribution that reduces the distributee
partner’s percentage share of partnership capital (resulting from
the distribution or a series of related distributions). The portion of
the partnership interest reduced would be treated as a separate in-
terest in determining gain or loss and in determining the basis of
the distributed property to the partner.”® ‘ .

A partnership would be required to adjust the basis of its re-

maining assets when the distributee partner is considered to have
exchanged all or part of his partnership interest for assets distrib-
uted by the partnership. Unlike present law, under which partner-

73 See McKee, Nelson and Whitmire, Federal Taxation of Partnerships and Partners, supra, .
at para, 19.06, page 19-35, note 121 (“Allocation of the portion of the basis in excess of the part-
nership’s basis in the distributed assets according to their relative market values would be a
conceptually sound approach, and would eliminate the strange results and manipulation possi-
bilities in [present law]. Allocation of basis according to fair market value was the rule under
gxe 19:;[9 00(1()3, however, and dissatisfaction with this approach is what let to the current statu-

scheme.”).

A If there were concern about new loss recognition rules upon the distribution of partnership
property, rules similar to the rules for addressing prevented adjustments to basis of assets in-
side the partnership could be applied. (See footnote 72, supra.) ¢ g i Y

75 Present law provides that a partner reeanizes loss upon a distribution in liguidation
where no pr_opea other than money, marketable securities, unrealized receivables and inven-
tory is distributed (sec. 731(aX2)(B)). This loss recognition rule would apply to partial liquida-
tions as well, under the proposal. Expanding loss recognition may raise manipulation’ concerns;
the partial liquidation approa xmgt be viewed as increasing comple:dt{ or making changes
to_the partnership tax rules that are out of proportion to their purpose of correcting the oper-
ation of the basis rules for distributions. : : C RN
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ship basis adjustments are made 76 only in the case of distributions
" not resulting in carryover basis to the distributee partner,”” the
partnership would be required to make basis adjustments regard-
less of the manner in which the distributee partner’s basis in the
distributed property is determined.

In the event of a partial liquidation, the distributee partner’s
basis would be allocated between the distributed property and the
portion of its basis remaining after the distribution, unlike present
law (where no concept of partial liquidation of a partnership inter-
est applies). For example, assume that partner A, with a basis and
value for its partnership interest of $100, receives a distribution of
property with a value of $50 and an adjusted basis to the partner-
ship of $60. A’s interest in the partnership is reduced by one-half
as a result of the distribution. Under the proposal, the distribution
would be treated as a liquidation of an interest of A with a basis
of $50. A’s basis in the distributed property would be $50, and A’s
basis in his remaining partnership interest would be $50 (as op-
posed to the $60 basis in distributed property and $40 basis in A’s
partnership interest under present law).7®

Second alternative proposal

Mandatory partnership basis adjustments'following property
distribution

The second alternative proposal would apply mandatory inside
partnership basis adjustments only to distributions of property in
complete liquidation of the distributee’s interest in the partnership.
Inside partnership basis adjustments for current distributions
would remain optional (to the same extent as under present law), .
and would be covered by the current section 754 election.

. This proposal affects a range of transactions that is narrower
- than those subject to the present-law rules for partnerships with
a section 754 election in effect. Those present-law rules apply not

-only to liquidating distributions but also to current distributions
where the distributee partner’s basis is capped by its basis in its
partnership interest.?® Because current distributions in which the
cap on the distributee’s basis applies (sec. 732(a}(2)) give rise to in-
creases to the inside basis of partnership property, however, it may
not be necessary to require that partnerships make these adjust-
ments unless they elect to do so (as under present law).

76 Provided a section 754 election is in effect.

77 1e., those in which the partner’s basis in the distributed property is determined under sec-
tion 732(aX2) or 732(b), as provided in section 734(b).

78 Also under the proposal, the partnership would have a basis adjustment to its undistrib-
uted properties to the extent that the $60 basis in the distributed property differed from the
ﬁucgion of A’s distributive share of the adjusted basis of partnership property by reason of the

istribution. )

79This proposal could be easily adapted to apply to the same circumstances in which present-
law adjustments for electing ips are ired under section 734(b). Thus, as under
present law for a partnership with a section 754 election in effect, an inside basis adjustment
would be required in the case of a distribution of property in liquidation of a partner’s interest,
and a non-liquidating distribution of property in which the partner’s basis in the property is
determined with reference to the partner’s basis in the partnership, and would also apply to
the extent of gain recognized by the partner on a cash distribution in excess of its basis in its
partnership interest, and loss recognized by the partner on a liquidating distribution. No adjust-
ment would be required for a current cash distribution to the extent the amount of cash does
not exceed the amount of the partner’s basis in its partnership interest. ’ ’ e
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This proposal is also narrower than the first proposal (which ap-
plies in the case of both complete and partial liquidations of a part-
nership interest). This proposal does not address the situation in
which the partner’s interest may have been reduced in exchange
for the distributed property (in actual economic terms). As a result,
there may be a misallocation of basis between the distributed prop-
erty and the remaining basis of the partner’s interest, and there
may be no requirement of inside partnership basis adJustments in
some cases when there has been a reduction in the partner’s share.
On the other hand, this approach applies in the most significant
type of distribution -- liquidating distributions -- where basis shift-
ing and loss duplication may be possible under present law, with-
out adding the complexity of the partial liquidation concept. ~

Like the first alternative, this proposal would provide a look-
through rule in the case of tiered partnerships, so the adjustments
would be made in each successive lower-tier partnership, to the ex-
tent the asset whose basis would be ad]usted is 1tse1f a partnershlp
interest. : 5 ey

Calculation of partnersth basis adjustments to remamzng '
assets : ,

The calculation of partnership bas1s : adJustments to remammg
assets would be made as under the present-law rules (sec. 734(b))
applicable to a partnership with a section 754 election in effect, in
the case of a liqudating distribution. As under present law, the
amount of any decrease in the basis of remaining partnership prop-
erty would equal (1) the excess of the distributee’s basis in the dis-
tributed property over the partnership’s adjusted basis in the dis-
tributed property immediately before the distribution, plus (2) the
amount of any loss recogmzed by the distributee partner The
amount of an increase (if any) in the basis of remaining partnér:
ship property would equal (1) the excess of the adjusted basis of
the distributed property to the partnership immediately before the
distribution, over the basis of the distributed property to the dis-
tributee partner, plus (2) the amount of gain (if any) recogmzed by
the distributee partner on the dlstrxbutlon

Allocating basis among partnership’s remaznmg assets

Like the first proposal, this proposal would modify would mod1fy
the categories of assets for which basis adjustments are required
and the ratio for allocating basis adjustments among categories of
assets. The first category of assets (and the only category, for basis
increases) to which an adjustment is made would be non-depre-
ciable capital assets, and the second category would be all other
partnership propertles Basis adjustments would be allocated
among properties within the category so as to reduce the difference
between the fair market value and the basis of the assets. Remain-
ing basis adjustments would be allocated in proportion to the re-
spective fair market value of the assets (if the adjustment is an in-
crease), or in proportion to the respectlve bases of the assets (if the
adJustment is a decrease).
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This proposal, like the first proposal, provides for gain or loss
recognition if the basis adjustment cannot be applied to partner-
ship property.80 :

Basis allocation rules for distributee partners

The basis allocation rules for distributee partners that would
apply under the first alternative proposal also would apply under
this proposal. Thus, as under the first proposal, the basis of distrib-
uted property in the hands of the distributee partner would be de-
termined under rules similar to the inside basis adjustments for
partnerships. ' -

C. Require Basis Adjustments to Assets When the Partner-
ship Distributes Certain Stock to a Corporate Partner

: Present Law
Basis of property distributed by a partnership

The basis to a partner of property distributed by a partnership
depends on whether or not the property was distributed in liquida-
tion of the partner’s interest. Generally, a substituted basis rule
applies to property distributed to a partner in liquidation. Thus,
the basis to the distributee partner of property distributed in lig-
uidation of its partnership interest is equal to the partner’s ad-
justed basis in its partnership interest (reduced by any money dis-
tributed in the same transaction) (sec. 732(b)). By contrast, gen-
erally, a carryover basis rule applies to property distributed to a
partner other than in liquidation of its partnership interest, subject -
to a cap. Thus, in a non-liquidating distribution, the distributee
partner’s basis in the property is equal to the partnership’s ad-
justed basis in the property immediately before the distribution,
but not to exceed the partner’s adjusted basis in its partnership in-
terest (reduced by any money distributed in the same transaction)
(sec. 731(a)(1) and (2)).

'~ In a non-liquidating distribution, the partner’s basis in its part-
nership interest is reduced by the amount of the basis to the dis-
tributee partner of the property distributed (and by the amount of
any money distributed) ?sec. 733).

Tax-free liquidation of corporate subsidiary

Present law generally provides that no gain or loss is recognized
on the receipt by a corporation of property distributed in complete
liquidation of another corporation in which it holds 80 percent of
the stock (by vote and value) (sec. 332). The distribution in liquida-
tion of the 80-percent-owned subsidiary either must take place
within one year or must be one of a series of distributions taking
g%}azti% );vithin three years pursuant to a plan of liquidation (sec.

The basis of property received by a corporate distributee in the
distribution in complete liquidation of the 80-percent-owned sub-

. 80 If there were concern about adding new gain or loss recognition provisions in the case of
partnership distributions, which generally are tax-free, rules similar to the rules for addressing
grevented adjustments to basis of assets inside the partnership, as described above under the
irst proposal, could be applied. (See footnote 72, supra.)
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sidiary is a carryover basis, i.e., the samé as the basis in the hands
of the subsidiary (provided no gain or loss is recognized by the lig-

uidating corporation with respect to the distributed property) (sec.
334(b)). ‘ : S AR
Basis adjustments under involuntary conversion rules ;

Under section 1033, gain realized by a taxpayer from certain in-
voluntary conversions of property is deferred to the extent the tax-
payer purchases property similar or related in service or use to the
converted property within a specified period of time. The replace-
ment property may be acquired directly or by acquiring control of
a corporation (generally, 80 percent of the stock of the corporation)
that owns replacement property.

The taxpayer’s basis in the replacement property generally is the
same as the taxpayer’s basis in the converted property, decreased
by the amount of any money received or loss recognized on the con-
version (or increased by the amount of any gain recognized on the
conversion).

If the taxpayer satisfies the replacement property requirement of _

section 1033 by acquiring stock in a corporation, the corporation
generally is required to reduce its adjusted bases in its assets by
the amount by which the taxpayer reduces its basis in the stock
to reflect its basis in the converted property. No increase in the
basis of the corporation’s assets is provided under the provision.

No such basis adjustment requirement applies to a corporation to
which a partnership has contributed property, and whose stock is
distributed to a corporate partner in liquidation of its partnership

interest. Thus, under present law, it may be possible for a partner-

ship to replicate the basis of its assets in the hands of its partners
without incurring Federal income tax.81 T
For example, assume that a partnership has two 50-percent cor-
porate partners, A and B. A contributes high-basis property to the
partnership (land with a basis and value of 100), and B contributes
low-basis property (a building with a basis of 0 and a value of 100).
The partnership, in turn, contributes the land to a 100-percent-
owned corporation, S. Assume that, more than 5 years later,82 the
partnership is completely liquidated and the low-basis building is
istributed to A, while the stock of S is distributed to B. A takes
a substituted basis for the building, so its basis in ‘the building is
stepped up to 100. B takes a substituted basis in the S stock of 0,
but if it liquidates S, B takes S's basis in the land, or 100.
- Possible Proposal ) ,
The proposal would provide that if stock of a corporation is dis-
tributed by a partnership to a corporate partner, and the corporate

partner owns 80 percent or more (by vote and value), directly or
indirectly, of the stock as a result of the partnership’s distribu-

" #1 See Andrews, “Inside Basis Adjustments and Hot Ax n Part

tions,” supra at 21. Cf. McKee, Nelson and Whitmire, Federal Taxation of Partners and Partner-

ships, supra, para. 9.03[1]{a). . " < g e s

82 The pre-contribution gain rules of sections 704(cX1}B) and 737 re%une the contributing
partner to include pre-contribution gain in income in the event of a distribution within 5 years
after the contribution of appreciated property to the partnership. e
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tion 83 (whether solely as a result of the distribution, or as a result
of the distribution combined with acquisitions of stock within one
year before or after the distribution), then the corporation {whose
stock was distributed) must reduce 84 the basis of its assets.35 The
amount of the reduction to asset basis would the amount by which
the stock basis is reduced as a result of the distribution. o

The basis reduction would be allocated among the corporation’s
assets in proportion to the respective bases of the assets in the cor-
poration’s hands.

Alternatively, the proposal could require the basis adjustment
only in cases where the partnership created the distributed cor-
poration. o - :

D. Limit Partnership Terminations

Present Law

Under present law, a partnership is considered as continuing, for
Federal income tax purposes, if it is not terminated. A partnership
is considered as terminated for Federal income tax purposes in only
two circumstances. First, a partnership is terminated if no part of
any business, financial operation, or venture of the partnership
continues to be carried on by any of its partners in a partnership
(sec. T08(b)(1)XA)). Second, a partnership is terminated if, within a
12-month period, there is a sale or exchange of 50 percent or more
of the total interest in partnership capital and profits (sec.
708(b)(1)(B)). All sales and exchanges within any 12-month period
are aggregated, for this purpose. '

Treasury regulations provide that a termination by sale or ex-
change of 50 percent or more of the partnership capital or profits
interests within a 12-month period is deemed to be a distribution
of the partnership’s properties to the partners, and a contribution
of the partnership properties to a new partnership (Treas. Reg. sec.
1.708-1(b)(1)(iv)). The deemed distribution may give rise to signifi-
cant tax consequences, such as recognition of gain by partners and
changes to the basis and holding period of partnership property.

In addition, apart from the effects of the deemed distribution, the
termination of a partnership can have other significant tax effects,
including closing of the partnership’s taxable year, and starting a
new recovery period for partnership property for depreciation pur-
poses. In general, the transferee is treated the same as was the
transferor in a contribution to or distribution from a partnership,
for purposes of computing depreciation; however, this “step-in-the-
shoes” rule with respect to depreciation deductions does not apply

83 The proposal would be applied after the application of the present-law rules requiring a
contributing partner to include in income pre-contribution gain in the event of a distribution
within 5 years after the contribution of appreciated proﬁy to the partnership. e

84 A rule requiring an increase in the corporation’s basis in its assets is not needed because
the corporate partner’s basis in property distributed by the partnership (i.e., the stock) is not
eliminated, so long as the corporate partner does not liquidate the corporation whose stock it
receiv

8 This proposal would be necessary to avoid circumvention of Possible grn?osal B (relating
to requiring ership basis adjustments upon distributions of propert modifying basis
allocatio: ), above, which is intended to eliminate basis shifting. Note that Possible Pro-

B, above, includes a rule to look through tiers of partnerships in applying the mandatory
inside basis adjustments. :
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in the case of a partnership termination (sec. 168(i)(7)(B)).8¢ This
result of a partnership termination is viewed as a limitation on
trafficking in partnerships owning ‘property with favorable depre-
ciation periods.87 B , -

Proposed Treasury regulations would provide that a termination
by sale or exchange of 50 percent or more of the partnership capital
or profits interests within a 12-month period would have a different
result than the deemed distribution and re-contribution of partner-
ship property as under the regulations currently in effect. Rather,
under the proposed regulations, the terminated partnership would
be deemed to contribute its assets and liabilities to a new partner-
ship in exchange for interests in the new partnership, which would
be deemed distributed to the partners in liquidation of the termi-
nated partnership (Prop. Treas. Reg. sec. 1.708-1(b)(1Xiv)). This ap-
proach would eliminate ‘consequences of a partnership termination
that are attributable to the deemed distribution of partnership as-
sets. The proposed regulations would not alter the effect of the ter-
mination on depreciation of partnership property, which is deter-
mined by statute.88 S

Possible Proposal

In lieu of the present-law rule that a partnership is terminated
on the sale or exchange within a 12-month period of 50 percent or
more of the total interests in partnership profits and capital (in the
aggregate), the proposal would provide that a partnership is termi-
nated in the event that, in one transaction (or a series of related
transactions), there is a sale or exchange of 50 percent or more of
the total interests in partnership capital or profits. Unrelated
transactions within a 12-month period would not be aggregated as
under present law. For example, under the proposal, if any person
or persons acquire a 50-percent interest or greater in partnership
capital or profits in one transaction (or a series of related trans-
actions) that is a sale or exchange, the acquiror ‘would have no
more favorable depreciation deductions with respect to partnership
property than if it had acquired the property directly (i.e., not
through a partnership). The proposal addresses the concern that a
partnership may be terminated inadvertently by numerous sales of
small interests in a partnership within a 12-month period.

8 Anti-churning rules (which gexierally are intended to prevent acceés to favorable deprecia-
tion rules under 1981 and 1986 legislation) apply under section 168 to certain depreciable part-
nership property after a termination, with &e result, generally, that the partnership cannot
have more favorable depreciation treatment than before the termination. (See sec. 168(f)(5).) In
the case of intangible assets under section 197, a “step-in-the-shoes” rule also applies for certain
transactions (including contributions to and distributions from a partnership), to the extent that
the adjusted basis of the property in the hands of the transferee does not exceed its basis in
ilé?’(ltl_}(aggs of the transferor, but no separate rule for partnership terminations is provided (sec.

87 “Section 708(bX1XB) came into the Code in 1954, apparently to prevent trafficking in part-
nerships with advantageous taxable years .. . . Subsequent changes in the Code have greatly
reduced the ability of partnerships to adopt or retain favorable taxable years. Thus, the original
purpose of section 708(bX1XB) has been eliminated in large measure. The provision serves a
similar function under current law, however, in that it impedes trafficking in partnerships that

own assets with favorable lerated cost recovery systemi (ACRS) recovery periods.” McKee,
7Nelson and Whitmire, Federal Taxation of Partnerships and Partners, supra, para. 12.03, p. 12-

"85 See the preamble to the proposed section 708(bX1XB) regulations, May 13, 1996.'
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E. Modify the Rules Taxing Pre-Contribution Gain

Present Law
Under present law, if a partner contributes appreciated property

to a partnership, no gain is recognized to the contributing partner
at the time of the contribution. The contributing partner’s basis in
its partnership interest is increased by the basis of the contributed
property at the time of the contribution. The pre-contribution gain
is reflected in the difference between the partner’s capital account
and its basis in its partnership interest (“book/tax differential”).

If the property is subsequently distributed to another partner
within 5 years of the contribution, the contributing partner gen-
erally recognizes gain as if the ﬂroperty had been sold for its fair
market value at the time of the distribution (sec. 704(c)}1XB)).
Similarly, the contributing partner generally includes pre-contribu-
tion gain in income to the extent that the value of other property
distributed by the partnership to that partner exceeds its adjusted
basis in its partnership interest, if the distribution by the partner-
ship is made within 5 years after the contribution of the appre-
ciated property (sec. 737).89 '

These rules do not apply in the case of a charitable contribution
of partnership property, which is not treated as a distribution. If
the partnership disposes of appreciated property (that was contrib-
uted by a partner) by contributing the appreciated property to
charity, the contributing partner is not required to recognize pre-
contribution gain. Taxpayers may take the position that some of
the charitable contribution deduction is allocated to the non-con-
tributing partner, although this result would not have been
achieved had the contributing partner given the property to the
charity directly. The Service has ruled that a charitable contribu-
tion of partnership property decreases the basis of partners’ inter-
ests in the partnership (but not below zero), to the extent of each
partner’s share of the basis of the property that was contributed t
charity (Rev. Rul. 96-11, 1996-4 ILR.B. 28). :

' Possible Proposal
First alternative proposal
This proposal® would eliminate the 5-year limit under present

law. Thus, a partner that contributes appreciated property to a
partnership would be subject to tax on the pre-contribution gain in
the event of any subsequent distribution of either the appreciated
property to another partner or other property to the contributing

partner.
Second alternative proposal

The second alternative proposal would extend the 5-year limit
under present law. Thus, a partner that contributes appreciated
property to a partnership would be subject to tax on the pre-con-

89 The 5- limit may encourage retention of partnership property until gain recognition
can be avoided. See “Time Warner May Get a Big Tax Break, Thanks to Accounting,” New York
Times, March 18, 1997, p. D-10. : :

%0 See Cohen and Hoberman, “Partnership Taxation: Changes for the ’90s,” supra, at 885,
questioning whether the 5-year rule of present law is an adequate shield against abuse.
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tribution gain in the event of a distribution of the appreciated prop-
erty to another partner, or a distribution of other property to the
contributing partner, if such a distribution occurs within 10 years
after the partner’s contribution of the appreciated property.

Third alternative proposal
The third proposal would provide that the present-law rule ‘re-

bl

quiring inclusion of pre-contribution gain by the contributing part-

ner applies in the case of a charitable contribution of the appre-
ciated property by the partnership. : T ;

F. Eliminate the Substantial Appreciation Requirement fér
Inventory of a Partnership el

Present Law

Under present law, upon the sale or exchange of a partnership
interest, any amount received that is attributable to unrealized re-
ceivables, or to inventory that has substantially appreciated, is
treated as an amount realized from the sale or exchange of prop-
erty that is not a capital asset (sec. 75 1(a)).
~‘Present law provides a similar rule to the extent that a distribu-
tion is treated as a sale or exchange of a partnership interest. A
distribution by a partnership in which a partner receives substan-
tially appreciated inventory or unrealized receivables in-exchange
for its interest in certain other partnership property (or receives
certain other property in exchange for its interest in substantially
appreciated inventory or unrealized receivables) is treated as a tax-
able sale or exchange of property, rather than as a nontaxable dis-
tribution (sec. 751(b)). T

For purposes of these rules, inventory of a partnership generally
is treated as substantially appreciated’ if the fair market value of
the inventory exceeds 120 percent of adjusted basis of the inven-
tory to the partnership (sec. 751(d)(1)(A)). In applying this rule, in-
ventory property is excluded from the calculation if a principal pur-
pose for acquiring the inventory property was to avoid the rules re-
lating to inventory (sec. 751(d)(1)XB)). ;

Possible Proposal

The proposal would eliminate the requirement that inventory be
substantially appreciated in order to give rise to ordinary income
under the rules relating to sales and exchanges of partnership in-
terests and certain partnership distributions.9 This would conform
the treatment of inventory to the treatment of unrealized receiv-
ables under these rules. :

91 The ALI study on partnership rules referred to the substantial appreciation réquirement
as subject to manipulation and tax planning (American Law Institute, Federal Income Tax
Project: Subchapter K: Proposals on the Tazxation of Partners, supra, at 26. In 1993 the definition
of substantially appreciated inventory was modified, and the preseént-law test relating to a prin-
cip: se of avoidance was added (Omnibus Budget Reconciliation Act of 1993, P.L. 103-
66, sec, 13206(eX1)). Nevertheless, the substantial appreciation requirement is still criticized as
largely ineffective on at least two grounds (McKee, Nelson and Whitmire, Federal Taxation of
Partners and Partnerships, supra, sec. 16.04[2): (1) that it applies only to inventory items and
not unrealized receivables and so does not insulate most partnerships from section 751; and (2)
it may operate to exclude large amounts of ordinary income from section 751 if the partnership’s
profit margin is below 20 percent.
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G. Close Partnership Taxable Year with Respect to
Deceased Partner

Present Law

The taxable year of a partnership closes with respect to a partner
whose entire interest is sold, exchanged or liquidated, but generally
not upon the death of a partner (sec. 706(c)).22 A decedent’s entire
share of items of income, gain, loss, deduction and credit for the
partnership taxable year in which death occurs is taxed to the de-
cedent’s estate or successor in interest, rather than to the decedent
on his or her final tax return. See Estate of Hesse v. Commissioner,
74 T.C. 1307, 1311 (1980).

Possible Proposal

The proposal would provide that the taxable year of a partner-
ship closes with respect to a partner whose entire interest in the
partnership terminates, whether by death, liquidation, or other-
wise.23 The proposal would not be intended to change present law
with respect to the effect upon the partnership taxable year of a
transfer of a partnership interest by a debtor to the debtor’s estate
(under Chapters 7 or 11 of Title 11, relating to bankruptcy).

H. Limit Partnership Allocations Made After the End of the
Taxable Year to Allocations of Service Income of a Service
. Partnership

- Present Law

Generally, where the application of a tax provision depends on
private contractual relationships, it is the contractual relationships
in effect during the taxable year in question that govern. However,
for purposes of the Code provisions for taxation of partnerships, the
partnership agreement for any taxable year is deemed to include
all modifications agreed to on or before the due date, not including
extensions, of the partnership return for the taxable year (sec.
761(c)). With regard to allocations of partnership income, deduc-
tions and losses among the partners, this provision effectively al-
lows partners to take a “second look” at the allocations contained

92 Treasury regulations provide that if a sale or exchange occurs on the date of the partner’s
death under the terms of an agreement existing at that date, then the taxable year of the part-
nership with respect to that partner closes upon the date of death. Treas. Reg. sec. 1.706-
1(cX3Xiv). This provision of the regulations does not apply absent such an agreement. If the
partnership year closed automatically with respect to a deceased partner, any need for such
agreements would be reduced.

93 This proposal was passed twice by the Congress as part of bills that were vetoed: first in
1992 in H.R. 11, the Revenue Act of 1992 (vetoed by President Bush); and second, in 1995 in
HR. 2491, the Balanced Budget Act of 1995 (vetoed by President Clinton). The ALI rec-
ommended a proposal to close the partnership taxable year for a deceased partner in its 1984
study (American Law Institute, Federal Income Tax Project: Subchapter K: Proposals on the Tax-
ation of Partners, supra, 71-84 (Proposal D). Since 1984, when the ALI study was published,
legislative changes have required most partnerships to adopt a calendar year (see sec. 706(b)),
reducing the possibility of bunching. The part of the ALL proposal aimed at avoidance of bunch-
ing in the case of fiscal-year partnerships is no longer of particular relevance in the great major-
ity of cases. Consequently, income and deductions are better matched if the partnership taxable
year closes upon a partner’s death and partne ip items are reported on the. decedent’s last
return, o
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in a partnership agreement with full information as to the specific
tax situation of each partner for the taxable year.94

Possible Proposdl

. For purposes of the partnership tax provisions, a partnership
agreement could include only modifications adopted on or before
the last day of the partnership’s taxable year. Because of the great-
er difficulty of monitoring receipt of income for services,5 an excep-
tion would be provided for the service income of partnerships that
are primarily engaged in the performance of services. For the serv-
ice income of such partnerships, a rule similar to that of present
law would apply. S, a ru n  whab ol present

I. Modify Treatment of -Guaranteed Paymehts
Present Law Con

A guaranteed payment made by a partnership to a partner for
services, or for the use of capital, is treated in the same manner
as if made to a non-partner for purposes of inclusion of the pay-
ment in income by the recipient, and deduction and capitalization
by the partnership (sec. 707(c)). For all other purposes, guaranteed
payments are treated in the same manner as a distributive share
of partnership income. A guaranteed payment is a payment that is

determined without regard to partnershipkincon_le, )
Payments for capital I B

. With respect to payments for capital, this treatment of guaran-
teed payments must be contrasted both with payments that are
deemed to be made in a non-partner capacity and with allocations
of partnership income. IR , Cle T
When a partner enters into a capital transaction with its part-
nership, such as a bona fide loan, which is deemed to be other than
in its capacity as partner, the transaction is treated by both the
partner and the partnership in the same manner as a transaction
between the partnership and a non-partner (sec. 707(a)). Thus, as-
suming loan treatment, payments to the partner are deductible by
the partnership as interest, and both the partnership and the part-
ner are subject to the original issue discount rules. T
A partner contributing capital to a partnership for which no
guaranteed payment is received, and which is not deemed to be in
a non-partner capacity, may be compensated for such contribution
by its allocable share of partnership income. Allocations of partner-
ship income retain the character, such as capital gain, that they
had at the partnership level. A partner includes allocations of tax-
able income from a partnership only in the taxable year in which,
or with which, the partnership’s taxable year terminates.
Several commentators have questioned the continued viability of
a concept of guaranteed payments for partnership capital (sec.
707(c)) separate from the concept of payments for partnership cap-

119(4)4M0Kee, Nelson and Whitmire, Federal Taxation of Partnerships and “Partners, sﬁﬁia;"gec. !

95 American Law Institute, Federal Income Tax Project: Taxation of Pass-Through Entities,
Memorandum No. 2, supra, at 84. . o
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ital deemed to be in a non-partner capacity (sec. 707(a)).?6 The dis-
tinction between the two concepts creates administrative complex-
ity for the Service and has led to considerable litigation, sometimes
with inconsistent results.??” As described above, guaranteed pay-
ments for capital (sec. 707(c)) are treated differently from payments
deemed made to a non-partner (sec. 707(a)), chiefly with regard to
treatment of the payments as interest for tax purposes, but also
with regard to timing of income and deductions. The lack of a clear
conceptual difference between guaranteed payments for capital and
deemed non-partner payments, combined with the disparities in
their tax treatment, gives rise to numerous planning possibilities.98
For these reasons, several commentators have recommended repeal
of the statutory concept of guaranteed payments to partners, at
least with regard to payments for capital.®®

Payments for services

" Different rules apply to guaranteed payments for services and
payments for services deemed performed in a non-partner capacity.
A deemed non-partner payment is treated in the same manner as
a service payment made to a person who is not a partner
(sec.707(a)).190 Unlike a guaranteed payment, timing of deemed
non-partner payments is governed by the partner’s and the part-
nership’s own accounting methods, subject to limitations on the
timing for deductions (sec. 267). Under various Code sections,
deemed non-partner payments may be deducted or capitalized by
the partnership, or, alternatively, disallowed (e.g., as start-up ex-
penses (sec. 195), investment expenses (sec. 212) or business ex-
penses (sec. 162)). ‘ S . v :
By contrast, timing of guaranteed payments for services is gov-
erned by the rules for allocations of partnership income described
above; thus, such payments are includible in the year of the part-
ner in which, or with which, the partnership year ends. Guaran-
teed payments are includible as ordinary income by the partner
(sec. 61) and are deductible by the partnership as business ex-
penses (sec. 162), unless subject to capitalization (sec. 263).
Partners frequently render services for their partnerships which
are different in character from services provided by non-partners,
and thus which do not qualify as performed in a non-partner capac-
ity (sec. 707(a)). However, commentators have pointed to planning
possibilities raised by the differences in character and timing of
guaranteed payments and deemed non-partner payments.102

% E.g., S. Banoff, “Guaranteed Payments for the Use of Capital: Schizophrenia in Subchapter
K", 70 Taxes 820 (1992); P. Postlewaite and D. Cameron, “Twisting Slowly in the Wind: Guaran-
teed Payments After the Tax Reform Act of 19847, 40 Tax Lawyer 649 (1986). )

97 E.g., Pratt v. Commissioner, 64 T.C. 203 (1975), rev'd on other grounds 550 F.2d 1023 (5th
Cir.) (holding payments based on partnership gross, rather than net, income can be guaranteed
payments); Rev. Rul. 81-300, 1981-2 C.B. 143 (reaching the opposite conclusion); see also S.
Banoff, supra, at 830-4.

98 M. Davis and M. Vogel, “Guaranteed Payments: Strategies for Avoiding Pitfalls in Their
Use”, 2 Journal of Partnership Taxation 332 (1986): Banoff, supra at 852 to 874.

99 Postlewaite and Cameron, supra, at 696-703; Banoff, supra, at 874-879.

100 This same treatment may apply if a partner performs services for a partnership and there
is a related direct or indirect ailocation and distribution to the partner (sec. 707(a}2)B)).

101 B.g . J. Banish, “Using Guaranteed Pa¥nents to Compensate Service Partners has Numer-
ous Advantages”, 11 Journal of Partnership Taxation 115 (1994). . e
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_Rossible Prq_posal ’

~The proposal would repeal the present-law provisions governing
guaranteed payments made to a partner for capital. Thus, a guar-
anteed payment to a partner with respect to capital would be treat-
ed according to its substance either as a deemed non-partner pay-
ment (sec. 707(a)), or as an allocation of partnership income to the
recipient partner combined with a distribution (sec. 704(b)). It is
expected that most guaranteed payments for capital would qualify
as deemed non-partner payments that would be characterized as
interest on debt for Federal tax purposes. B

The proposal would retain the present-law concept of guaranteed
payments for services, but would amend the treatment of such pay-
ments to conform with non-partner service payments. For service
gayments, the proposal would retain the present-law concepts of
oth guaranteed payments for services and payments for services
that are performed in a non-partner capacity. However, the pro-
posal would treat both types of payments in the same manner, ap-
plying the present-law rules for deemed non-partner payments
under section 707(a), such as inclusion of such payments in gross
income under the recipient’s method of accounting.

J. Modify Employment and Self-Employment Tax and
Income Tax Withholding Treatment of Partners
' , Present Law o

As part of the Federal Insurance Contributions Act (“FICA”), a
tax is imposed on employees and employers up to a maximum
amount of employee wa%es. The tax is composed of two parts: old-
age, survivor, and disability insurance (“OASDI”) and Medicare
hospital insurance (“HI”). The OASDI tax rate is 6.2 percent on
both the employer and employee (for a total rate of 12.4 percent)
on the first $65,400 of wages (for 1997), and the HI tax rate is 1.45

percent on both the employer and em]l)IOYee, with no wage cap.
Similarly, under the Self-Employment Contributions Act
(“SECA”), a tax is imposed on an individual’s net earnings from
self-employment (“NESE”). The SECA tax rate is the same as the
total FICA rates for employers and employees (i.e., for 1997, 12.4
percent for OASDI and 2.9 percent for HI), and OASDI is capped
at the same level. In general, the OASDI portion of FICA and
SECA tax are coordinated to the extent the individual has both

wages and NESE during the year. o
The cap on wages and NESE subject to the OASDI portion of
FICA and SECA taxes is indexed to changes in the average wages
in the economy. A $135,000 cap on wages and NESE subject to the
5111 t]%:; :;vas repealed for wages and income received after December

Whether an individual is subject to FICA or SECA taxes depends

on whether the individual is an employee.192 The Service has ruled
that a partner cannot be treated as an employee for FICA pur-

102]n general, whether an individual is an employee is determined under a common-law facts
and circumstances test that seeks to determine whether the individual is subject to the control
of the service recipient, not only as to the nature of the work performed, but also as to the cir-
cumstances under which it is performed. Under this test, a partner acting as such is not consid-

ered an employee, and therefore is subject to SECA taxes rather than FICA taxes. '
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poses.103 Although the ruling is not specific, it could be read to ex-
empt from FICA tax even partners whose payments for services are
subject to section 707(a), which treats them for general tax pur-
poses as if received by a non-partner. Section 707(a) treats pay-
ments for services received by a partner in the same manner as if
received by a non-partner if the services are deemed to be per-
formed in a non-partner capacity. Payments to a partner that are
‘treated as non-partner payments under section 707(a) also are not
specifically excluded from NESE for SECA tax purposes.104

The NESE of a general partner in a partnership is the partner’s
distributive share from any trade or business of the partnership,
adjusted for certain items of income that are passive in nature
(e.g., rentals of real estate, dividends, and interest are excluded
from NESE unless such amounts are received in the course of a
trade or business of a dealer in the related property). If a general
partner’s distributive share is a net loss, it may be deducted from
NESE under these rules. ‘

The distributive share of a limited partner generally is excluded
from NESE except to the extent the distributive share is a guaran-
teed payment for services actually rendered to or on behalf of the
partnership (sec. 707(c)). When Congress enacted this exclusion,
many State’s laws did not allow limited partners to participate in
the partnership’s trade or business to the extent that such laws
allow limited partners to participate today.195 In addition, LLCs,
for which there is generally no distinction between general and lim-
ited members as a matter of State law, have come into use. LLCs
may generally elect treatment as partnerships for Federal income
tax purposes under the check-the-box regulations.

On January 13, 1997, the Treasury Department issued proposed
regulations interpreting the limited partner exclusion, which pro-
vide, inter alia, that an individual will not be treated as a limited
Eartner for NESE purposes if one of the following tests is met: (1)

e has personal liability for the debts of the partnership, (2) he has -
authority to centract on behalf of the partnership, or (3) he partici-

ates in the partnership’s trade or business for more than 500

ours during the tax year. A special rule in the proposed regula-
tions provides that service partners in service partnerships will
never be treated as limited partners for NESE purposes (prop.
Treas. reg. sec. 1.1402(a)-2). : :

Possible Prop-osalA _

The proposal would treat partners as employees for FICA tax
purposes and income tax withholding purposes with respect to any
payments for services they receive from the partnership that are
- guaranteed payments (sec. 707(c)) or are deemed to be non-partner
payments for general tax purposes (sec. 707(a)). The proposal
would exclude both of these types of payments from NESE for

The proposal also would modify the NESE rules with regard to
the distributive shares of limited partners and owners of LLCs that

103 Rev. Rul. 69-184, 1969-1 C.B. 256. T e ,
(1!;;:;?9 G. Karch, “Equity Compensation By Partnership Operating Businesses,” 74 Taxes 722
105See the preamble to proposed Treasury regulations section 1.1402(a)-2 (January 13, 1997).
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are classified as partnerships for Federal income tax purposes: Due
to the changes in many States’ laws allowing limited partners to
participate in partnership activities, and the development of LLCs
that can be classified as partnerships for Federal income tax pur-
poses, the NESE rules would be amended to provide that all or a
portion of a limited partner’s or LLC owner’s distributive share
would be included in NESE if he participates substantially in the
partnership’s or LLC’s trade or business. For a limited partner or
LLC owner who performs services for a service partnership or LLC,
all of his distributive share would be included in NESE..

For non-service entities, the distributive share of a limited part-
ner or LLC owner who participates in the partnership’s or LLC’s
trade or business for more than a particular number of hours
would be included in NESE except to tlr':e extent it represents a rea-
sonable rate of return on his capital account. A reasonable return
for this purpose could, for example, be the average monthly balance
of the limited partner’s or LLC owner’s capital account for the tax-
able year multiplied by an interest rate determined by reference to
the applicable federal rate. A limited partner’s or LLC owner’s dis-
tributive share would be allocated equally between NESE and the
return on his capital account until the statutory rate of return was
met. For example, if the limited partner had a distributive share
of $10,000, a $100,000 average balance in his capital account, and
the statutory rate of return for the year were 10 percent, $5000 of
the distributive share would be included in NESE (the remaining
$5000 being treated as a return on his capital account). If the dis-
tributive share of a limited partner or LLC owner meeting the
number-of-hours test were a net loss, this would be deducted from
NESE under rules similar to the current rules for general partners.

K. Require Partial Recognition of Gain on Transfer of
Marketable Securities to a Partnership or Corporation
Present Law o ;
- A contribution of property to a partnership generally does not re-
sult in recognition of gain or loss to the contributing partner (sec.
721(a)). When contributed property is disposed of by the partner-
ship, pre-contribution gain or loss must be allocated to the contrib-
uting partner (sec. 704(c)). ' S :

A contribution of property to a corporation does not result in gain
or loss to the contributing shareholder if the contributor is part of
a group of contributors who own 80 percent of the voting stock of
each class of stock entitled to vote (sec. 351). '

Sections 351(e)(1) and 721(b) provide exceptions to the general
rule for deferral of pre-contribution gain and xl)oss,. Gain and loss is
recognized upon a contribution by a shareholder to a corporation
that is an investment company (section 351(e)(1)). Gain, but not
loss, is recognized upon a contribution by a partner to a partner-
ship that would be treated as an investment company if the part-
nership were a corporation (section 721(b)). Under Treasury regula-
tions, a contribution of property by a shareholder to a corporation,
or by a partner to a partnership, is treated as a transfer to an in-
vestment company only if (1) the contribution results, directly or
indirectly, in a diversification of the transferor’s interests, and (2)
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the transferee is (a) a regulated investment company (“RIC”), (b)
a real estate investment trust (“REIT”), or (c) a corporation more
than 80 percent of the assets of which by value (excluding cash and
non-convertible debt instruments) are readily marketable stocks or
securities or interests in RICs or REITs that are held for invest-
ment (Treas. Reg. sec. 1.351-1(c)(1)). In the case of contributions on
or after May 2, 1996, a contribution of stock or securities to an in-
vestment company is not treated as resulting in diversification
(and, thus, does not result in gain recognition under the above
rules) if each transferor transfers a “diversified portfolio of stock
and securities”, within the meaning of section 368(a)(2)(F) with cer-
tain modifications (Treas. Reg. sec. 1.351-1(c)(6)).19¢ Thus, under
present regulations, a partner contributing marketable securities to
a partnership or a shareholder contributing marketable securities
~ to a RIC can avoid immediate gain recognition if either (1) the
transferee does not meet the definition of an investment company
because at least 20 percent of its assets are of types that do not
count toward the 80-percent test or (2) the marketable securities
transferred meet the regulations’ definition of a “diversified port-
folio of stocks and securities” (even if the transferee qualifies as an
investment company). '

Present law provides generally that a partner does not recognize
gain or loss upon a distribution of non-cash property by a partner-
ship (sec. 731(a)(1)). An exception to this nonrecognition rule pro-
vides that gain is recognized upon a distribution of marketable se-
curities, where the fair market value exceeds the partner’s basis in
its partnership interest immediately before the distribution (sec.
731(c)). For this purpose, marketable securities are treated like
cash, because marketable securities are nearly as easily valued and
as liquid as cash. No comparable rule, however, applies in the case
of the contribution of marketable securities to a partnership or a
corporation. - ' ST o _

Thus, under present law and regulations, a partner may without
current taxation contribute a diversified portfolio of stock and secu-
_ rities to an investment partnership, and a shareholder may without
current taxation contribute a diversified portfolio of stock and secu-
rities to a RIC. These transactions have the effect of a disposition
of the contributing partner’s or shareholder’s ownership interest in
some of the marketable securities contributed in exchange for an
interest in other assets.107 _ :

On February 26, 1997, Representative Kennelly introduced a bill,
H.R. 846, which, in addition to provisions designed to require gain
recognition in other financial transactions, contains a provision re-

106 This rule also applies to earlier contributions at the taxpagex’s election.
107 Of particular concern is the reappearance of “swap funds”, many of which are structured
as partnerships. The New York Times reports:

Also booming is a tax gimmick the Government thought it had killed almost 30 years
ago—the swap fund.

Also known as an exch: fund or a diversification fund, a swap fund uses partner-
ship tax breaks to help thy investors diversify their assets without paying capital
gains taxes. The theory is simple: Partners can swap property tax-free into a partner-
ship in exchange for partnership shares. So could they not also swap securities tax-free
into a partnership so that each contributing investor could own shares in a diversified
portfolio without creating a tax bill?

“Wealthy, Helped bgszVall St., Find New Ways to Escape Tax on Profits”, New York
Times, December 1, 1996, p.1. . ) ‘
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quiring the determination of whether a company is an investment
company to be made by taking into account all stocks and securi-
ties, whether or not readily marketable.

Possible Proposal

The proposal would require partial gain recognition on a con-
tribution of marketable securities to a partnership or corporation
where, as a result of the contribution (and any other contributions
and distributions which are part of the same plan or the same
transaction) more than 20 percent of the assets of the transferee
(by value) consist of marketable securities or money or both. Mar-
ketable securities would be defined as in the current rules govern-
ing 1partnership liquidations (sec. 731(c)(2)). The proposal would not
apply to a contribution where gain is recognized to the contributing
partner or shareholder under present-law rules for investment com-

anies (sec. 351(e)(1) and 721(b)). There would also be an exception
or contributions by a RIC to either a partnership all of the inter-
ests of which are owned by RICs, or to a RIC all of the stock of
which is owned by RICs. - _

If the 20-percent test under the proposal is met, the contributing
partner or shareholder would be treated as recognizing gain as if
1t sold a portion of the marketable securities contributed for their
fair market value at the time of contribution. The portion treated
as sold would be calculated separately for each class of securities
of each issuer that is contributed and would be the excess of (1) the
number of securities of that class and issuer contributed over (2)
the contributing partner’s or shareholder’s capital interest in the
securities of the same class and issuer as a result of the contribu-
tion (and other contributions and distributions in the same plan or
transaction),108 ‘ LT S ,

For example, if a partner contributed 100 shares of appreciated
common stock in company X to a partnership and, as a result of
the contribution, the partner had a 50 percent capital interest and
the partnership had 150 shares of X common stock, the partner
would be treated as if it had sold 25 shares of X common stock. For
purposes of determining both the securities contributed and the
partner’s or shareholder’s capital interest in securities as a result
of the contribution, the constructive ownership rules of section
731(c)(2)(B) would apply. The portion of any contributed securities
that is treated as soﬁi under the proposal would be governed by
rules similar to those for contributions treated as sales under sec-
tions 351(e)X(1) and 721(b). The remaining portion of such securities
would be treated as a contribution governed by section 351(a) or,
alternatively, sections 721(a) and 704(c).

- The proposal would retain the present-law rules governing con-
tributions to corporations and partnerships that qualify as invest-
ment companies, in order to require full recognition of gain on such
contributions. However, the proposal would direct the Treas

class of securities

108 For a partnership, the wntn'buﬁn%graxtnet’s capital ‘interest in any
would be the proportion of the total number of securities of the same class and issuer owned
by the partnership that is the same as the proportion of the total capital accounts of the part-
nership after the contribution (taking into account other transactions pursuant to the same plan
and any revaluation of capital accounts) that is accounted for by the capital account of the con-
tributing partner. For a corporation, the contributing shareholder’s capital interest would be de-
termined under similar rules. g
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Secretary to modify the definition of an investment company in the
current regulations so that all marketable securities as defined in
section 731(c)(2) (including non-convertible debt instruments) are
counted toward the test that more than 80 percent of the entity’s
assets consist of readily marketable stock or securities or certain
other assets (Treas. Reg. 1.351-1(c)(1)). This revision would lessen
the possibility under present law that a fund can avoid being treat-
ed as an investment company by choosing investments that do not
count toward the 80-percent test. The proposal also would direct
the Treasury Secretary to reverse the provision of the present regu-
lations, except as it applies to contributions to partnerships or cor-
porations where all of the contributors are RICs, that treats a con-
tribution of a diversified portfolio of stock and securities to an in-
vestment company as not resulting in gain recognition (Treas. Reg.
351-1(c)(6)).

Some distinctions between the proposal and H.R. 846 should be
noted. First, H.R. 846 would take into account only stocks and se-
curities for purposes of determining whether an entity is an invest-
ment company, but would repeal the present-law requirement that
stock and securities be readily marketable. H.R. 846 would appar-
ently not change the 80-percent test of the Treasury Regulations
for this determination. It would also not change the present-law
rule that non-convertible debt instruments are not counted toward
the 80-percent test. ' o

The proposal would significantly expand the stock, securities and
other interests that are counted toward the investment company
definition, but would do so in a manner different from H.R. 846,
Because the proposal would reference the definition of “marketable
securities” under section 731(c)(2), all “actively traded” stock and
securities, foreign currencies, notional principal contracts, deriva-
tives and non-security debt instruments would be counted toward
the 80-percent test. The proposal would also count interests in ac-
tively traded precious metals and certain interests in entities that
own any of the above-described items, except to the extent provided
in Treasury regulations. The proposal also differs from H.R. 846 in
that, in addition to amending the investment company definition
under current law, it would also require partial gain recognition on
contributions of marketable securities to certain partnerships or
corporations that do not meet the investment company definition,
as described above. S

L. Deny Installment Sale Tr(]a;lit;lrlent for All Révadily.T,r:ada'ble,
" Debt N

Presént Law

The installment method generally permits a taxpayer to recog-
nize as gain on a disposition of property only that proportion of
payments received in a taxable year which is the same as the pro-
portion that the gross profit bears to the total contract price (sec.
453). The installment method is not available, however, if a sale is
made for an evidence of indebtedness that is readily tradable, and
that is issued by a corporation or a government or political subdivi-
sion, because receipt of such indebtedness is treated as payment on
the installment note (sec. 453(f)(3)). As stated in the legislative his-
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tory, the “rationale for the provision essentially is that there is no
reason for postponing the gain where a seller of property receives
something which is the equivalent of cash.”109 ,
No similar provision prohibits use of the installment method
where readily tradable indebtedness of a partnership or an individ-
ual is received.110 _ : ’ SR
Possible Propdsdl ‘
Installment sale treatment would be denied for all sales where
the debt received is readily tradable under current rules, regardless

of the nature of the issuer. If readily tradable debt of a partnership
is received in a sale, for example, the partnership’s debt would be

treated as payment, and the installment method would not be

available. ,

M. Recognize Cancellation of Indebtedness Income Realized
on Satisfaction of Debt with Partnership Interest
R S e i iy -
" No Code provision requires a partnership to realize cancelIatlon :
of indebtedness income when it transfers a partnership interest to
a creditor in satisfaction of a debt. A creditor is generally entitled
to a bad debt deduction when 1t ts property in full satisfaction

of indebtedness, in an amount equal to the excess of the creditor's
basis in the debt over the fair market value of the property re-
ceived. :
In the case of a corporation, a transfer of stock in satisfaction of
a corporate debt gives rise to cancellation of indebtedness i
amount that would be realized if the debt were satisfied with
money equal to the fair market value of the stock (sec. 108(e)(8)).
Prior to enactment of this statutory provision, there was case law
authority that a corporation did not realize cancellation of indebt-
edness income when it transferred stock to a creditor in satisfac-
tion of a debt.!11 Some commentators have viewed this case law
authority as applicable to partnerships by analogy.112 If applicable
to partnerships, this authority would prevent a partnership from
realizing cancellation of indebtedness income upon a transfer of a
partnership interest in satisfaction of a partnership debt. o
 Where the partnership debt being satisfied is nonrecourse indebt-
edness, it is possible that an additional argument against realiza-
tion of cancellation of indebtedness income could be made based on
the Fulton Gold line of cases.!13 Under those cases, a reduction in

109 § Rep. No. 91-552, 91st Cong., 1st Sess.146 (1969).

110 See Freeman and Stephens, supra, at 969. e ) )

111 E.g., Motor Mart Trust v. Commissioner, 4 T.C. 931 (1945), affd, 156 F. 2d 122 (1st Cir.
1946), acq. 1947-1 C.B. 3; Capenio Sec. Corp. v. Commissioner, 47 B.T.A. 691 (1942), nonacq.
1943 C.B. 28, affd, 140 F.2d 382 (1st Cir. 1944); Tower Bldg. Corp. v. Commissioner, 6 T.C.

é2]f’; (i946), acq. 1947-1 C.B. 4; Alcazar Hotel, ’Inc_. v. Commissioner, 1 TC 872 (19‘_13)3 acq. 1943

112 E.g, H. Ahrens, “Resf ing Partnership Indebtedness: the Debt-for-Equity Exception
in the Partnership Arena”, 13 Vea. Tax R. 329 (1993); K. Burke, “Partnership Debt-Equity Ex-
changes; Kirby Lumber and Subchapter K”, 47 Tax Law. 13 (1993). o
18" Fulton Gold Corp. v. Commissioner, 31 B.T.A. 519 (1934). See also American Seating Co.
v. Commissioner, 14 B.T.A. 328, offd in part and rev’d in part, 50 F.2d 681 (7th Cir. 1931);
%zgt(tlxé“g;)mmwsw ioner, 35 B.T.A. 292 (1937); and Hotel Astoria, Inc. v. Commissioner, 42 B.T.A.
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nonrecourse indebtedness was not treated as giving rise to can-
cellation of indebtedness income on the basis that there was no
freeini of the debtor’s assets. The Service does not follow this line
of authority.114 Other rules, such as the special rules for purchase-
money debt, may Ereven_t realization of income upon cancellation of
non-recourse indebtedness (sec. 108(e)(5)). :

When cancellation of indebtedness income is realized by a part-
nership, it is allocated among the partners in accordance with their
distributive shares. A partner who is allocated cancellation of in-
debtedness income is entitled to exclude it if the partner qualifies
for one of the various exceptions to recognition of such income, in-
cluding the exce(ftion for insolvent taxpayers or that for qualified
real property indebtedness of taxpayers other than C corporations
(sec. 108(a)). The availability of each of these exceptions is deter-
mined at the partner, rather than the partnership, level.

Possible Proposal

Under the proposal, when a partnership transfers a partnership
interest to a creditor in satisfaction of a debt, the partnership
would realize cancellation of indebtedness income in the amount
that would be realized if the debt were satisfied with money equal
to the fair market value of the partnership interest. Any cancella-
tion of indebtedness income realized under the proposal would be
allocated solely among the partners who held interests immediately
prior to the satisfaction of the debt. Under the proposal, no infer-
ence would be intended as to the treatment unger present law of
tl}xle taagsfer of a partnership interest in satisfaction of a partner-
ship debt. ‘

The proposal would also clarify that the Fulton Gold line of cases
is overruled. '

N. Apply Earnings-Stripping Rules to Partnerships and S
- Corporations

Under the earnings stripping provision, the deduction for certain
interest paid by a corporation to a related person may be dis-
allowed (sec. 163(j)). If the provision applies to a corporation for a
taxable year, it disallows deductions for certain amounts of “dis-
qualified interest” paid or accrued by the corporation during that
year. A deduction disallowed under the provision is treated as dis-
qualified interest paid or accrued in the succeeding taxable year.

In order for the earnings stripping provision to apply to a cor-
poration for a taxable year, two thresl!:olds must be exceeded. To
exceed the first threshold, the corporation must have excess inter-
est expense. Excess interest expense is the excess (if any) of the
corporation’s net interest expense over the sum of 50 percent of the
adjusted taxable income of the corporation plus any excess limita-
tion carryforward from a prior year. Excess limitation is the excess
(if any) of 50 percent of adjusted taxable income over net interest
expense. To exceed the second threshold, the corporation must have
‘a ratio of debt to equity as of the close of the taxable year in ques-

114 Rev. Rul. 91-31, 1991-1 C.B. 19.



55

tion (or on any other day prescribed by the Treasury Secretary in
regulations) that exceeds 1.5 to 1. According to the legislative his-
tory, “the operative effect of the earnings stripping provision is to
deny deductions for interest expenses deemed to be excessive under
the criteria of the provision. Where the deductions are for interest
paid to tax-exempt related parties, net income is shifted from the
payor to the related party.” 115

Despite this general statement of the purpose of the earnings
stripping provision, the provision does not apply to interest paid by
partnerships.116 Proposed Treasury regulations provide that a cor-
porate partner’s proportionate share of the liabilities of a partner-
ship is treated as debt of the corporate partrer for purposes of ap-
plying the earnings stripping limitation to its own interest pay-
ments (Prop. Treas. reg. sec. 1.163(j)-3(bX3)) . Moreover, interest
paid or accrued by a partnership is treated as interest expense of
a corporate partner, with the result that a deduction for the inter-
est expense may be disallowed if that expense would be disallowed
under the earnings stripping rules if paid by the corporate partner
itself. (Prop. Treas. reg. sec. 1.163(j)-2(c)(5)). The Proposed Treas-
ury regulations also provide that the earnings stripping rules do
not apply to S corporations (Prop. Treas. reg. sec. 1.163(j)-1(a)(i)).
Thus, under present law and proposed regulations, a partnership
or S corporation generally is allowed a deduction for interest paid
or accrued on indebtedness that it issues that would be disallowed
under the earnings stripping rules in the case of a C corporation.

Possible Proposal

Under the proposal, the deduction for interest paid or accrued by
partnerships ang S corporations would be subject to disallowance
under the earnings stripping rules if the partnership or S corpora-
tion meets the tests that would apply under present law if the
partnership or S corporation were a C corporatioh. Thus, for exam-
- ple, the deduction for interest paid by a partnership to a related
person that is exempt from tax would be disallowed if the partner-
ship’s debt/equity ratio exceeds 1.5 to 1 and the partnership’s inter-
est expense exceeds 50 percent of the partnership’s adjusted tax-
able income. As a result, no deduction for this interest would be
available to any of the partners. Although an S corporation cannot
have foreign shareholders, “disqualified interest” subject to the
earnings stripping rules would include interest paid to tax-exempt
organizations that are shareholders of the S corporation and inter-
est paid to other related parties as defined under the current rules.

The proposal would incorporate a rule attributing partnership
debt to a corporate partner for purposes of applying the earnings
stripping rules to the corporation (a rule that is in Prop. Treas.
Reg. sec. 1.163(3j)-3(b)X3)). The rule attributing partnership interest
expense to corporate partners for possible disallowance under the
earnings stripping rules (currently in Prop. Treas. Reg. sec.
1.163(3)-2(c)(5)) would apply under the proposal only after the earn-
ings stripping rules had been applied at the partnership level. If
an interest expense of the partnership were disallowed under the

115 H. Rep. No. 103-111, 103d Cong., 1st. Sess. 682 (1993).
118 See Freeman and Stephens, supra, at 971.
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" proposal, there would be no deduction allocated to the corporate
partners. If the interest deduction were not disallowed at the part-
nership level, the amount allocated to a corporate partner would
again be subject to disallowance under the proposed regulations
based on the corporate partner’s own attributes.

O



